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CORRECTION 


Owing to delay in the receipt of the corrected proof, there 
is an error in Professor Pigou’s article in the last issue of the 
Journal. In the formula on page 42, M should stand for the 


number of titles to units of legal tender, not the number of 
actual units of legal tender. In the formula on page 43 and 
subsequently it stands for the number of actual units of 
legal tender. 
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THE WAR TAX ACT OF 1917 


SUMMARY 


I. History of the act in Congress, 1.— II. Taxes proposed but dis- 
carded: supplement to income tax of 1916, 5; customs duties and 
consumption taxes, 6.— III. New Taxes: on transportation and com- 
munication, 6; new excises, 7.— Probable incidence of these excises, 
9.— IV. Increased rates on liquors and tobacco, 10.—V. Increase 
of postal rates, 14; of inheritance tax rates, 15.— VI. Income tax 
rates, 16. — Exemption limit lowered, 19. — Special tax on corpora- 
tions, 19. — Corporate surpluses, 23.— Stoppage at the source and 
information at the source, 25.— VII. Excess Profits Tax, 27. — House 
bill followed previous legislation, of March, 1917, 27. — Plan based on 
pre-war profits in the Senate, 29. — Compromise emerges from Con- 
ference Committee, 32. — Definition of ‘‘ Capital,’ 33. — Application 
to “ excess” incomes of individuals, 34. 


I 
History oF THE AcT 


Tue tax act of 1917, unexampled tho it is as regards 
the amount of revenue designed to be secured, is based in 
some important respects on earlier measures. The pre- 
ceding Congress, both in its session of 1915-16 and in 
its second session in 1916-17, had passed two impor- 
tant acts which prepared the way for the war taxes 
and much affected their scope and shape. The first of 
these was the act of September 8, 1916; the second the 


1 
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act of March 3, 1917. The first started the lines of 
action which proved most important in 1917. The 
income tax was increased, the normal tax being made 
2 per cent and the surtaxes correspondingly higher; the 
federal inheritance tax was established; and a special 
tax was imposed upon munition manufacturers, con- 
stituting the initial stage of the excess-profits levies 
which bulked so large in 1917;' and finally, some in- 
crease was made in the beer and wine taxes, and some 
special license taxes were levied. In the next act, 
that of March 3, 1917, passed in the second session of 
1916-17, the most important further step was the 
general excess-profits tax. Some increase also was 
made in the inheritance tax. The two measures were 
on the statute book when consideration of the new 
war taxes began in the extra session of 1917. Some of 
their provisions are left unrepealed, the new enactment 
taking the shape of amendments or additional provi- 
sions; others are completely superseded. Some details 
of the relations between the three measures will be 
noted in the following pages; all need to be consulted 
for an understanding of the final outcome of the series 
of enactments.? 

Action in the House of Representatives was prompt, 
and perhaps somewhat hurried. The House bill was 
reported by the Committee on May 9 and was passed 
on May 23. In the Senate discussion and deliberation 
were prolonged. The Senate Committee on Finance 
undertook a careful and conscientious revision of every 

1 A remnant of this first stage in the excess profits legislation appears in a provision 
in the war tax act by which a tax at the rate of 10 per cent is imposed upon the entire 
net profits of manufacturers of munitions. The act of September, 1916, had im- 
posed this tax at the rate of 12} per cent. It might have been expected that the 


general excess profits tax would replace it. Nevertheless, it is retained, for the single 
year 1917, at the slightly reduced rate of 10 per cent. 


2 Below, on pages 16 and 18 will be found tabular statements showing how the 
income tax rates and estate tax rates were modified in the several measures. 
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section of the voluminous measure. In the early part of 
August the Committee’s consideration of the bill was 
thought to be concluded, when an unexpected revision 
of the Treasury estimate of revenue needs, and a com- 
plication due to the prohibition of the use of grain for 
distilling and brewing, caused the measure to be with- 
drawn by the Committee immediately after it was re- 
ported. In revised and more or less definitive form, it 
was not again submitted to the Senate until August 15. 
Finally passed by the Senate, September 10, it went 
to the Conference Committee, emerged thence on 
September 29, and became law on October 3. 

The action of the Conference Committee was impor- 
tant on almost every item, and on many was almost 
radical. The differences between the two houses of 
Congress were great, and were concerned not only with 
matters of detail but with some fundamental questions 
of principle. Hardly a paragraph in the entire measure 
failed to carry its amendment as the bill passed the 
Senate. Every amendment, whether petty or of far- 
reaching consequence, had to be gone over in the Con- 
ference Committee. Virtually the entire measure was 
thus reconsidered and revised in a scant fortnight, by a 
group of eight men already wearied by the exigencies of 
a trying session, and now compelled to work under high 
pressure. It was inevitable that under such circum- 
stances provisions should slip in, or should fail to be 
eliminated, which would have received different treat- 
ment under conditions less unfavorable. The situation 
is familiar, and indeed is inevitable under our constitu- 
tional system and our methods of legislative procedure. 
Conference committees, differently constituted for 
different measures, have come to be more and more the 
effective agents for settling the details of legislation. 
The practice is admitted to be far from ideal. Some of 
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the consequences in the measure here under considera- 
tion will be noted in the following pages. 

In the earlier stages of the bill resort to a very wide 
range of levies was contemplated. True, there was 
reliance from the outset upon the income tax and the 
war-profits tax as the chief sources of revenue. In addi- 
tion, however, much was expected from various other 
sources — additional import duties, taxes on communi- 
cation and the like, taxes on amusements, certain addi- 
tional excises, stamp taxes. Some of these additional 
levies were discarded at one stage or another; others, 
while retained, were imposed at lower rates than had 
been originally put down. The outcome in the measure 
as finally passed was that the income tax, the war-profits 
tax, and the higher rates of the well-established internal 
taxes on alcoholic liquors and on tobacco, became more 
‘pronouncedly the main revenue producers.’ 


1 In this discussion I have not followed the order in which the several taxes are 
arranged in the text of the act. Following the precedent established in 1916, the 
present act is arranged under titles, each title having a series of sections, numbered 
in successive hundreds. The headings of the several titles and the numbers of the 
sections under them are as follows: 

' Title I. — War Income Tax, Section 1, seq. 

Title II.— War excess profits Tax, Section 200, seq. 

Title III.—War Tax on Beverages, Section 300, seq. 

Title IV.—War Tax on Cigars, Tobacco, and Manufactures thereof, Section 

400, seq. 
Title V.— War Tax on Facilities Furnished by Public Utilities, and Insurance, 
Section 500, seq. 

Title VI.— War Excise Taxes, Section 600, seq. 

Title VII.— War Tax on Admissions and Dues, Section 700, seq. 

Title VIII. — War Stamp Taxes, Section 800, seq. 

* Title IX.— War Estate Tax, Section 900, seq. 

Title X.— Administrative Provisions, Section 1000, seq. 

Title XI.— Postal Rates, Section 1100, seq. 

Title XII.— Income Tax Amendments, Section 1200, seq. 

Title XIII. — General Provisions, Section 1300, seq. 
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II 
Taxes Proposep sBuT DISCARDED 


Among the taxes which were considered but finally 
discarded, may be mentioned the supplement to the 
income tax of 1916, increased import duties, and the so- 
called “‘ consumption taxes.” The supplement which 
the House proposed to add to the income tax of the cur- 
rent year was to have been one-third of the tax on the 
incomes of 1916 as levied under previous enactment, and 
was to have been collected toward the close of 1917. 
It was vehemently opposed as retroactive, was sum- 
marily rejected by the Senate, and not restored in 
Conference. To the present writer it seems by no 
means so indefensible as it was in many quarters thought 
to be. Indeed, as a war emergency tax, and moreover 
one which would have yielded immediate and certain 
revenue, it was justifiable on solid grounds. But the 
feeling against it was strong, and it was lost from sight 
in the eager discussion of the new income tax rates on 
the incomes of 1917 and of the excess-profits tax. 

The additional import duties proposed by the House 
also met with little favor in the course of debate, and 
soon were dropped from serious consideration. The 
change proposed by the House Committee, and em- 
bodied in the House bill, provided for an additional duty 
of 10 per cent ad valorem on each and every article im- 
ported (some insignificant exceptions were made) — not 
a 10 per cent addition to the existing duties, but an 
additional duty of 10 per cent ad valorem on every com- 
modity. All articles previously free would have been 
subjected to a duty of 10 per cent; articles previously 
subjected to a duty of 20 per cent would have become 
dutiable at 30 per cent; and articles previously sub-. 
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jected to a specific duty would have become subject 
to compound duties, 7. e., the previous specific duty plus 
10 per cent ad valorem. This blanket proposal was 
admitted by the House leaders to be open to serious 
objection, and its abandonment in the Senate met 
with general approval. 

In its place the Senate Committee proposed what 
were entitled in the bill “‘ excise taxes,” and were popu- 
larly dubbed “‘ consumption taxes,”’ upon a selected list 
of commodities — namely, tea, coffee, cocoa and sugar. 
Tho called excises, they were in reality import duties in 
so far as they affected coffee, tea and cocoa; it was only 
with regard to sugar that the term excise was accurate. 
There seems to have been a curious unwillingness to 
speak of import duties by name, perhaps for fear that in 
some unexpected way the burning question of protec- 
tion and free trade might be revived. The sugar excise 
was notable, in that a tax (at the rate of one-half cent 
& pound) was proposed on all refined sugar and other 
sugars suitable for consumption. The proposal was a 
tacit recognition of the unsatisfactory operation of the 
existing import duty as a revenue measure. Neverthe- 
less, all of these “consumption taxes” disappeared in 
the final adjustment. Even the remnant of import 
duties proposed by the Senate Committee was rejected 
by the Senate itself and did not reémerge in the Con- 
ference Committee. 

III 
New INTERNAL TAXES 

Certain other taxes finally retained are comparative 
novelties in the Federal finances. Some are entitled 
taxes “on facilities furnished by public utilities, and 
insurance,” others are entitled ‘‘ excise taxes.’ The 
simplest are the taxes on transportation and communi- 
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cation, clearly designed to be borne by the user or con- 
sumer. On all charges for freight transportation a tax 
of 3 per cent is levied; on passenger transportation one 
of 8 per cent; on seats and berths in parlor and sleeping 
cars and on vessels, 10 per cent; on express matter, 
roughly 5 per cent (one cent for each twenty cents or 
fraction); on telephone and telegraph messages other 
than ordinary local calls (that is, where the charge is 
fifteen cents or over) a tax of five cents for each mes- 
sage. In the bill as passed by the House there were 
similar taxes upon the use of gas and electric light and 
power, but they disappeared. All, it is expressly pro- 
vided, shall be collected by the several concerns con- 
ducting the industries, which are to add them to their 
usual rates, and so shift them once and for all to the 
consumers. A somewhat different result is apparently 
contemplated, or at least a different possibility is fore- 
seen, as regards the taxes imposed on the issuance of 
insurance policies —life insurance, marine and fire 
insurance, and casualty insurance. Nothing is here said 
of collection of the tax by the insurance companies from 
the persons insured. The matter of shifting is left to 
settle itself. 

The “ war excise taxes” provided for in the next 
succeeding title include a considerable array, as is indi- 
dicated below. In all cases the levy is upon “ the 
manufacturer, producer, or importer.” But there 


1 The main taxes are: 
Per cent of the prices 
for which sold 

On automobiles. . Bs oe 
piano players, pheneguaphs ond records . 
jewelry, real or imitation . 
sporting goods (tennis, golf, ad the like). 
cameras. Sihee nese es 
perfumes, essences, tilt preparations ditedcsedewds 
patent medicines. . a oeenaqen 
chewing gum.. errr 
moving picture films : to rs eont | per = foot. 


There are also annual license taxes on pleasure boats. 


bo 8 BO GO GO Go GO oo 
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seems to have been some uncertainty of intention and of 
expectation as regards the ultimate bearers of the bur- 
den, and for this reason some hesitation with regard to 
the rates. Ordinarily, such taxes are “ indirect,” in the 
sense in which import duties and taxes upon tobacco 
and spirits are indirect: they are expected to reach the 
consumer, not to rest upon the producer or dealer who 
makes the immediate payment to the Treasury. As 
has just been noted, shifting to the user or consumer is 
expressly authorized and indeed required for the taxes 
upon transportation. But much was said in the debates 
to indicate an intention that these “‘ excise taxes ”’ 
should reach the producer, not the consumer. The 
industries selected are largely of the sort having some 
kind of monopoly, or some prospect of unusual profits 
for the time being such as might cause the taxes to rest 
on the producers. The House bill, for example, had pro- 
vided for a tax of 5 per cent on motor vehicles; which 
was in some quarters opposed on the ground that a tax 
upon the manufacturers should be levied not according 
to gross output, but according to net earnings. The 
objection obviously rested on the expectation that the 
tax was to be paid once for all by the manufacturers, 
not shifted to consumers. The taxes upon cameras, 
moving pictures, patent medicines, and the like, sug- 
gested the same question. The sound policy would 
seem to be to levy taxes upon gross output strictly as 
excises and in such manner as to lead ordinarily to their 
being shifted to consumers. If designed to reach 
monopolistic or exceptional profits of producers — and 
something of the sort was doubtless held in mind for 
many of these excises— they should be levied with 
reference to net profits, not on the basis of gross output. 
In other words, the principle of the excess-profits tax 
should be applied, not that of excise taxation. As a 
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matter of fact, it is more than probable that in actual 
operation many of the new excises will bear upon the 
producers rather than upon the consumers. Taxes of 
this kind, at rates as moderate as here imposed, are 
likely to be absorbed in the chain of producers and mid- 
dlemen even if the commodities are produced under 
conditions of the freest competition and under normal 
conditions of demand and supply. If the commodities 
are produced under conditions akin to monopoly, or in 
a period of exceptional demand and exceptional profit, 
such taxes are more than likely to be absorbed before 
reaching the final purchasers. But in so far as they so 
operate, they will necessarily be unequal in their inci- 
dence on the several producers or sets of producers. On 
this ground, they will be effectively attacked and doubt- 
less prove temporary; they are unlikely to find a per- 
manent place in the newsystem of Federal finance which 
must eventually develop from the war’s experiences. 
And yet, curiously enough, there is one important 
provision which seems to give clear indication that all 
these taxes are expected to reach the consumer. Among 
the administrative provisions of the act one is almost a 
novelty in Federal finance.' It provides that when con- 
tracts have been made before May 9, 1917 (the date 
when the bill was reported by the Ways and Means 
Committee to the House) the vendor under the previous 
contract shall be entitled to add to the stipulated price 
an amount equal to the newly imposed tax. This im- 
portant privilege is extended not only to contracts for 
the sale of tobacco and spirits, where the newly im- 
posed taxes are heavy, but also to the various excises 
just described. It is applicable also to the increased 
stamp tax upon playing-cards. In other words, as 


1 I say, almost; a similar provision is to be found in the civil war revenue act of 
June 30, 1864: Attention was called to this in the Tariff Commission’s Interim Report, 
referred to below, p. 13. 
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regards pending contracts, these taxes are treated 
unmistakably as if designed to be borne, not by the 
manufacturer or original payer, but by the person to 
whom the sale is made. 

Brief mention will suffice for the newly imposed taxes 
upon “ admissions and dues.” One cent is levied for 
each ten cents of charge or fraction thereof on admission 
charges for all places of entertainment. It is expressly 
provided that the tax on admissions shall be paid “ by 
the person paying for such admission.” There is also a 
tax of 10 per cent upon the dues and fees of clubs, where 
the dues exceed $12 per year. The only phase of the 
taxes in this group which aroused much discussion was 
the extent to which they should be imposed upon mo- 
tion picture shows. In the Senate, the levy was tem- 
pered by remitting the tax where the maximum charge 
for admission, either for motion picture shows or for 
outdoor amusements, was twenty-five cents. The less 
liberal House provision, however, was finally retained: 
the tax is remitted only where the maximum charge for 
admission is five cents, or in the case of outdoor amuse- 
ments, ten cents. As regards these taxes, and also 
those upon tobacco and fermented liquors, there seems 
to have been no hesitation, such as appeared with 
regard to the so-called consumption taxes, from levies 
that would reach the great mass of the community. 


IV 
Liquors AND ToBACcco 


It was a foregone conclusion from the beginning that 
an increase would be made in the taxes upon alcoholic 
liquors and upon tobacco. On tobacco, no other than 
questions of detail arose in the course of the session. 
The rates were nearly doubled, as they could be with- 
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out danger of appreciable diminution of consumption; 
and a large increase of revenue was certain to be 
secured with ease. 

As regards the taxes upon liquors, the course of 
events in the session was peculiar. A doubling of the 
rates both on distilled spirits and malt liquors was pro- 
posed at the very first stage, in the bill as reported to 
the House by the Ways and Means Committee, and a 
sharp increase was finally retained in the act as passed. 
In the Senate, however, an episode occurred which 
caused much delay, threatened at one time to dislocate 
all calculations of revenue, but finally was without 
consequences for the tax act itself. An amendment 
first adopted by the Senate provided for a tax at a 
prohibitory rate ($60 per hundred pounds) on all grain 
used in the production of spirits. This was equivalent 
to complete prohibition of the manufacture of liquor. 
It left in the air, however, the question of the disposi- 
tion of the large stocks on hand. A proposal was also 
made for purchase by the government of these stocks, 
tho without specific provision as to the final disposition 
of these stocks by the government itself. The prohibi- 
tive tax was finally eliminated from the act, because 
meanwhile the food administration act had been passed 
(August 10), entirely prohibiting during the war the use 
of grain for distillation. The other proposal, for pur- 
chase by the government of existing stocks, virtually 
disappeared entirely. The outcome, so far as concerns 
the war tax act, thus was that it provided simply for the 
increase of the taxes on distilled and fermented liquors. 
The increase on distilled liquors was even greater than 
had been contemplated at the start. The first proposal 
had been to double the tax (from $1.10 to $2.20 per 
gallon); as finally settled, it was made $3.20 per gallon 
on distilled spirits to be used as beverages. A rate so ex- 
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tremely high might not have been fixed had it not 
been for the virtual prohibition of future production and 
the consequent limitation of the tax to stocks already on 
hand.! 

Still another question, of quite a different sort, was 
raised in connection not only with the internal revenue 
taxes, but also with the increased tariff duties which, 
tho not finally imposed, were for sometime under con- 
sideration. It related to the mode in which interim 
conditions should be dealt with; that is, the conditions 
which repeatedly occur in the interim between the first 
proposal of increased taxes of this type and their final 
enactment. The temptation obviously is for importers 
and other dealers to withdraw commodities from bonded 


1 In detail, the changes on tobacco and liquors are as follows: 
Total under War 


Old Rate Tax Act 
Tobacco, snuff, chewing and smoking. ..... $0.08 Ib. $0.13 Ib. 
Cigars: 

Weighing more than 3 lbs. per M if made 
or imported to retail at less than 4c each 3.00 per M 3.00 per M 

To retai) at 4c or more each and not more 
than 7c each. . 3.00 * 400 * 

To retail at man then 90 cosh end net 
more than 15c each. 3.00 <« 6.00 * 

To retail at more than 15¢ each ond net 
more than 20c each. a ibs , 800 * 

To retail for more than 20c.. oat Rr 3.00 * 10.00 * 

Weighing not more than 3 Ibs. per M.. . . ae. 8 aa: © 

Cigarettes: 

Weighing not more than 3 Ibs. per M.... 1.25 * S05. °* 
Weighing more than 3 Ibs. per M....... 3.60 * 480 * 
Distilled Spirits: 

For beverage purposes. . eeeeeeees 1.10 proof gal. 3.20 proof gal. 

Ver new-bovesegs purpenes .. amt cae = .* _ * * 

Spirits Rectified quapglementery tax). Age —_ 8 

Grape brandy used in fortifying wines... .10 “ “ m.* * 

Wines: 

Still wines 14% or less alcohol. ......... .04 wine gal. .08 wine gal. 
over 14% and not over 21%......... > Ti * _— - 
over 21% and not over 24%......... 25 * - =m * - 
over 24% alcohol.................- 1.10 * « 2.20 * . 

Cordials, Liqueurs 

Containing wine fortified.............. lie. per i pt. or free. 3c. per 4 pt. or free. 

Sparkling Wines... .......0.ccccecescees BC 6c. 4 
Artificially carbonated wine. ............. lie. = > ee ™ e 


Fermented Liquors. ..................++. $1.50 bbl. $3.00 bbl. 





Eee ——EEE———— 





oe ee em ee oes 
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warehouses, or to increase their importation or produc- 
tion, in order to get them safely into the channels of 
trade before the higher rates go into effect. A step 
toward meeting this situation had been taken in the 
Spanish war revenue act of 1898, when the so-called 
“‘ floor tax,” or, as it is sometimes called, the process 
of “following the goods into the channels of trade 
was first introduced.” A more consistent and wide- 
reaching effort of the same sort is made in the present 
act. Itis provided that all distilled spirits, for example, 
held by a retailer in excess of fifty gallons, and by any 
other person, in any quantity whatever, shall be subject 
to the additional tax of $2.10. In other words, they shall 
be subject to the same total tax as the spirits not 
yet withdrawn from bonded warehouse. On tobacco, 
something in the nature of a compromise is adopted, 
similar to that of the Spanish war revenue act of 1898: 
tobacco and the like, upon which a tax at the previous 
rate has already been paid, are subjected to a tax of 
one-half the increase of tax provided for future products. 

For all cases of this sort a different procedure had 
been recommended by the newly established Tariff 
Commission, in the first report submitted by that 
body to Congress. The recommendation was for the 
adoption of something analogous to what are called 
“ padlock laws ”’ in continental Europe. These provide 
that new taxes, when formally proposed by the executive 
to the legislature, shall go into effect at once, subject to 
refund in whole or in part if the proposed changes should 
not be finally enacted. The same procedure has long 
been systematically followed in Great Britain. Some 
modification of procedure would be necessary in this 
country, in view of the great differences of constitu- 
tional arrangement and legislative procedure; and 
suggestions for possible methods of dealing with the 
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situation, on the general ‘‘ padlock ”’ principle, were 
made by the Tariff Commission.' It is certain that the 
so-called “ floor tax” is far from effective. It calls 
for an enormous volume of petty returns from dealers 
and retailers, almost impossible to supervise with 
effect. It imposes a burdensome and expensive task 
upon the Internal Revenue Department. Some better 
mode of dealing with the problem, such as was sug- 
gested by the Tariff Commission, would seem feasible 
and highly desirable. 


V 
Postat Rates; INHERITANCE Tax 


A bitterly contested part of the measure was that con- 
cerned with the changes in rates upon second-class mat- 
ter, that is, periodicals sent by publishers through the 
mails. The increase in the letter rate from two to three 
cents, and in the postcard rate from one to two cents 
aroused debate, but no animated controversy. An 
enormous amount of time, however, was given to the 
second-class rate, on periodicals mailed by their pub- 
lishers. All the world knows that this part of the postal 
business is conducted at a loss to the government. It is 
a@ moot question whether educational and social gains 
are secured such as to make this loss unobjectionable; 
and there is in addition the further complication that 
many publications and great businesses have adjusted 
themselves to the existing system, and therefore in 
some sort have vested interests. The outcome is not 
only a compromise, but one which may be disturbed 
before it is completely carried through. A division is 
made in the charges according to the space occupied 
in periodicals by reading matter and by advertising. 


1 See the report on Interim Legislation submitted by the Tariff Commission to the 
Ways and Means Committee in April, 1917. 
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On the space occupied by reading matter, the rate is 
advanced from the existing figure of one cent a pound 
to one and one-fourth cents for the fiscal year 1918-19, 
and to one and one-half cents per pound after July 1, 
1919. For the space occupied by advertisements a 
zone system is adopted — progressive rates as distance 
increases. These rates are to be gradually advanced 
during the period 1918-20, a definitive rate finally 
going into effect for the fiscal year 1922. The whole 
topic was discussed, and rightly so, as one in which the 
fiscal element was comparatively subordinate. The 
need of securing at once a vast increase of revenue for 
the government naturally caused attention to be given 
to a part of its operation which involves financial loss; 
but the details of the changes as made rest upon other 
than financial reasons. It remains to be seen whether 
the modifications of general policy which the financial 
exigencies thus served to bring about will be retained 
when another occasion presents itself, as it will not fail 
to do, for further consideration of the postal rates on 
printed matter. 

The inheritance tax, or “‘ war estate tax,’’ provides for 
an increase of rates over those established by the acts of 
September, 1916 and March, 1917. The caption “ war 
estate tax,’’ and the circumstance that the form of 
enactment is that of imposing additions to the previous 
taxes of the same sort, would seem to indicate that a 
temporary levy is contemplated, to be maintained only 
so long as the war lasts. Yet, there is no specific limita- 
tion of the estate tax to the duration of the present war. 
Regarded as a temporary tax, it is obviously objection- 
able. It reaches the estates of those only who happen to 
die during the emergency period, and hence inevitably 
is unequal in its operation. A tax of the same sort, it 
will be recalled, was imposed during the Spanish War; 
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after having been in operation for a few years on the 
estates of those then decedent, it was repealed. Whether 
there will be a similar outcome from the present meas- 
ure remains to be seen. Not improbably the accumu- 
lated rates— the inheritance tax is fixed by the 
previous acts, plus the additions now made — will be 
maintained through a long period, and eventually be- 
come a permanent part of the Federal tax system. So 
maintained, they will raise the whole question of the 
relation between state and federal taxes of this sort, and 
may become the initial phase of a movement by which 
all levies of the kind are concentrated in federal hands." 


VI 
INcomME Tax 


For revenue purposes main reliance is put upon the 
income tax and the excess profits tax. The course of leg- 
islation regarding these deserves detailed consideration. 

It was certain from the start that a large increase 
would be made in the rates of tax on the larger incomes. 


1 The inheritance tax rates under the three acts, and the total levy finally resulting, 
are indicated in the following tabular statement: 














Act of Act of Act of Oct. 3, 1917 
Net estate Sspie” | “ioi7 | Additional | Total 
rates tax 
% % % % 
Not exceeding $50,000... .. 2.2... c.ceee 1 1} } of 1 2 
Exceeding $50,000 but not $150,000....... 2 3 1 4 
150,000 = * 250,000....... 3 43 13 6 
? 250,000 * 450,000....... 4 6 2 8 
3 450,000 “* 1,000,000....... 5 7% 23 10 
* 1,000,000 “* 2,000,000....... 6 9 3 12 
“ 2,000,000 * 3,000,000...... 7 103 33 14 
“ 3,000,000 “* 4,000,000...... 8 12 4 16 
“ 4,000,000 * 6,000,000....... 9 134 43 18 
“ 5,000,000 cane cence oe 10 15 . ee 
“ 5,000,000 “ 8,000,000....... os oe 5 20 
* — 8,000,000 “ 10,000,000....... os os 7 22 
* 10,000,000 wObG. Sncones ee ee 10 25 
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All proposals and all tentative drafts suggested income 
taxes which would reach at least 50 per cent on the 
largest incomes, or rather 50 per cent on those constit- 
uent parts of large incomes in excess of the highest 
dividing point. The only question in doubt was whether 
on such constituent parts of the large incomes taxation 
would proceed to the point of “ conscription.’”’ Both in 
the House and in the Senate higher rates were debated 
and voted on than had been proposed by the two com- 
mittees — in the House higher rates than had been pro- 
posed by the Ways and Means Committee, and in the 
Senate higher rates than had been proposed by the 
Finance Committee. Yet the conscription principle, 
which would look to complete absorption by taxation of 
all income above a given level, never was soberly enter- 
tained. The highest rate proposed by some of the more 
radical legislators, on the excess of income above some 
very large sum, say a million dollars, was not consider- 
ably above the rate finally adopted. Much as was said 
in Congress and out of Congress in favor of conscription, 
nothing quite so radical was put into effect. 

Nevertheless, the rates as finally adopted on the very 
large incomes represent an application of income taxa- 
tion more drastic than has ever been adopted by any 
other community at a corresponding stage of exigency. 
It must be remembered, however, that the highest rates 
appear only as surtaxes on the excess of income above 
agivensum. The rate of tax upon an individual’s total 
income obviously depends upon the extent to which his 
income exceeds the “ bracket” within which it falls. 
The highest surtax, on the excess of income over $2,000,- 
000, is 63 per cent; on an income of $2,500,000, this 
rate is collected only on the last half million; on an 
income of $5,000,000 it bears upon three-fifths of the 
total income. 
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As it appears from the tabular statement, the signifi- 
cant changes made in the course of the session were the 
increases in the rates upon the highest incomes. On 
incomes of $40,000 and less, the changes were incon- 
siderable. As regards those of larger amount, the trend 
was to increase the rates at each successive stage of con- 
sideration in the House and Senate, and to increase them 
more as the incomes became larger. The maximum 


1 The following tabular statement shows the surtax rates from 1913 to 1917, and the 
changes made in the course of the current session. 




















Surtax Additional Surtax, 1917 
House 
Bis sas |r| | 
waa Act | Act | fePorted | House | reported | Bill | Act | Sur- 
of | of | yd passed | PY Fi- | pas- | of | tax 
1913 | 1916). Means |by House| 282¢e sed by | 1917 
Com Com- | Sen- 
mittee mittee ate 
but not 
Exceeding exceeding) % | % % % % % % | % 
$5,000 $7,500; .. | .. 1 1 1 1 1 1 
7,500 10,000 2 2 2 2 2 2 
10,000 12,500 3 3 3 3 3 3 
12,500 15,000 4 4 4 4 4 4 
15,000 20,000] .. 5 5 6 6 5 5 
20,000 50,000} 1 | .. ee Bs <a wi Bes 
20,000 40,000] .. 1 6 6 8 8 7 8 
40,000 , 60,000| .. 2 8 10 10 10 | 10 | 12 
50,000 75,000} 2 | .. S ee “g os Me ny. 
60,000 80,000} .. 3 11 13.75 12 14 | 14] 17 
75,000 100,000] 3 | .. ay ae ss - ay 7 
80,000 100,000} .. 4 14 17.5 16 18 | 18 | 22 
100,000 150,000} .. 5 17 21.25 20 22 | 22] 27 
100,000 250,000} 4 | .. ae af ae “A ry, oy 
150,000 200,000} .. 6 20 25 23 25 | 25] 31 
200,000 250,000] .. 7 24 30 26 30 | 30 | 37 
250,000 300,000] .. 8 27 33.75 29 34 | 34] 42 
250,000 500,000) 5 . o_ ae 5a " 
*500,000 
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additional surtax, on the largest incomes, was proposed 
to be 33 per cent in the bill as reported by the House. 
It became 50 per cent in the measure as finally enacted. 
Increases roughly corresponding were made in the rates 
upon other large incomes. 

The rates of the income tax were by no means the only 
problems that called for solution. Closely connected 
was the change in the amount exempt from taxation. 
Under the acts of 1913 and 1916 this had been $4000 for 
married persons, and $3000 for those not married. The 
exempt amount was now reduced to $2000 and $1000 
respectively. A change in this direction had long been 
advocated by fair minded observers and at no state in 
the session’s discussions was it seriously opposed. As 
finally enacted, however, it took effect in such fashion 
as to make quite uncertain what might be the outcome 
under the definitive rearrangement to which the income 
tax must ultimately be subjected. The new act simply 
provides for certain “ additional” income taxes. It 
makes no unified readjustment; it merely adds to or 
amends certain provisions of preceding statutes. The 
new provisions by which incomes down to $2000 and 
$1000 are reached apply only to the new or “ addi- 
tional ”’ normal tax. The tax exemption still remains at 
$3000 or $4000 as regards the old ‘‘ normal ”’ tax. It is 
quite among the possibilities that later legislation will 
wipe out the “ additional ”’ taxes, leaving the provisions 
of older date untouched. Should this happen, it is con- 
ceivable that, without express statement and by in- 
conspicuous steps, the exempt amount will be restored 
to its old figures. 

A new and additional tax was levied as part of the 
income tax system, upon corporations only, making the 
total rate upon corporations 6 per cent. The 2 per cent 
rate of the act of March, 1916, being doubled by the 
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war revenue measure, already made the general rate 
4percent. An additional levy of 2 per cent on corpora- 
tions brought the tax upon their income to 6 per cent. 
This sort of differentiation of the corporation tax from 
the general income tax is open to serious question. 
There is an inevitable tendency, even when the corpora- 
tion tax is at the same rate as the general income tax, to 
regard the former as a special levy upon the corporation, 
— as something in the nature of an excise, not as a con- 
stituent part of the income tax system. The corporation 
itself in any case is inevitably disposed to treat the tax 
as it treats ordinary local taxes on its tangible property, 
i. €., as an item to be reckoned among its expenses. The 
expectation, or the supposedly reasonable thing, is that 
after meeting all taxes and expenses of every sort the 
corporation shall be able to pay its normal and reason- 
able dividends. A corporation subject to public regula- 
tion, in presenting its case for higher charges, will lump 
all taxes in its expense accounts, and will urge, in perfect 
good faith, that the shareholders are entitled to their 
dividends after all taxes have been paid. It will not 
differentiate the income tax as something designed as a 
levy upon the shareholders and to be deducted from 
the source of their incomes. This general tendency, in 
the direction of shifting the tax on users and con- 
sumers, is obviously strengthened when the corpora- 
tion is subjected to a special rate. The tax comes 
even more to be regarded not as one that serves to 
reach the shareholders’ income, but one that is to 
be assimilated to other taxes, to be shifted to the 
general public, and to leave the shareholder’s income 
undiminished. Regarded as part of a permanent in- 
come tax system the differentiation is indefensible as 
a matter of principle, and inexpedient as regards the 
probable ultimate outcome. 
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This episode raises once more the whole question 
whether it is desirable to maintain the practice of levy 
at the source as regards the income of corporate share- 
holders. It is by this method that they are supposed to 
be taxed now; and the result is that people ordinarily 
consider dividends as ‘“‘ exempt” from the normal 
income tax. The alternative, as need hardly be said to 
the conversant reader, is that of information at the 
source. If dividends were taxed directly to the share- 
holder and on the basis of a return by him; and if the 
corporations themselves were called upon simply to 
give aid in the assessment of the tax by returns showing 
who are the shareholders and what are the dividends 
received by each and every one of them — this part 
of the income tax would not be open to the sort of 
misconception which is promoted by the established 
method and still further promoted by the differential 
rate now established. 

It happens that a long step toward the introduction of 
information at the source, and the cessation of deduction 
at source, has been already taken. The war tax act has 
done away with deduction for the two most important 
classes of income to which that method had heretofore 
been applied — namely, salaries and the like payments, 
and interest upon bonds and mortgages. A new sec- 
tion! provides that all persons making payments to 
others (potential taxpayers) amounting to $800 or 
more in any one year, shall render returns to the Com- 
missioner of Internal Revenues, stating the amount of 
such payments and the names and addresses of the 
recipients. It is further required that similar returns 
shall be made, regardless of amount, for all payments of 
interest upon bonds or mortgages. The provisions 


1 § 1211, which adds six new sections; among these, the new section numbered 28 
contains the provision here noted. 
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formerly in force (under the act of September, 1916, 
which had replaced those of 1913) for deduction at the 
source, are now amended so as to be applicable only to 
very limited sets of cases. Payments to non-resident 
aliens are still left subject to that process. Perhaps more 
important is a section by which it is left in effect where 
interest payments are made on bonds containing the so- 
- called “‘ tax free ’”’ clause, by which the obligor under the 
bond undertakes to pay any taxes assessed on the 
obligee with respect to principle or income.' For this 
important class of cases, left over from older days, it is 
provided that deduction at the source may continue; 
that is, the bond holder shall be subjected to tax through 
deduction by the obligor, unless he files with the latter 
on or before February 1 of the taxable year a notice in 
writing claiming the benefit of the stipulation. It is not 
improbable that a considerable number of persons will 
fail to send in their notices, and consequently will find 
themselves unexpectedly mulcted for tax; and the 
clerical labor involved in classifying the coupons will be 
onerous. 

The new requirement for information at the source 
with reference to salaries, or other “ fixed or deter- 
minable gains,” is likely to be most important as regards 
the income taxes now imposed upon smaller incomes, 
due to the lowering of the exemption from $2000 to 
$1000. But for some such provision moderate salaries 
of this range would largely escape. Needless to say, as 
regards income accruing in the shape of interest upon 
bonds, the filing and proper assembling of the enormous 
number of separate items, in such manner as to bring 
together the constituents of the income of each tax- 
payer, constitute a task of stupendous magnitude. It is 
quite uncertain just how great a clerical force will be 

1 See § 1205 of the war tax act. 
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needed; even more uncertain whether it can be got 
together, and can accomplish the task. Nevertheless, 
the mere fact that the information is potentially avail- 
able, and the common knowledge that returns of this 
sort have been sent to the Treasury officials, may suffice 
to bring about full statements from the individual tax- 
payers, and so contribute effectively to the collection of 
all taxes due. 

One further item in the income tax system deserves 
notice. Under previous legislation, dividends paid by 
one corporation to another had been subject to income 
tax on the net income of the paying company, and had 
again been subject to tax as constituting part of the 
income of the holding company. This double taxation 
—really double — is not indeed abolished, but is re- 
stricted within the previous limits. There is no doub- 
ling of the ‘‘additional’’ taxes imposed by the new law. 

A troublesome question arose with regard to the taxa- 
tion of the surplus income of corporations — that is, 
corporate income not divided among stockholders 
through dividends, but retained as surplus in the coffers 
of the corporation. Income of this sort, of course, 
always had been taxable, and remains taxable, at the 
stated rates applicable to corporations — the rate of 
“normal ”’ income tax; and it is subject also to the 
additional taxes on all corporate net income. So long, 
however, as it remained in the hands of the corporation, 
surtax rates were not applicable to it, since these relate 
to the total income of the individual taxpayer. There 
was a possibility that a corporation, owned and con- 
trolled by a small number of shareholders, might divide 
moderate sums in dividends, and retain in its treasury 
a large surplus. Such a surplus might then be distrib- 
uted among the shareholders at a subsequent date, 
when the cessation of war emergencies would presum- 
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ably have led to a reduction in the surtax on large 
individual incomes. The possibility that such accumu- 
lation of surplus might be used for the purpose of inten- 
tionally and directly evading the income tax had already 
been faced in the revenue act of 1916, which contained 
(in section 3) provisions imposing penalties for fraudu- 
lent evasion of this sort. But such criminal provisions 
could not be applicable where a corporation, in the not 
unreasonable exercise of its discretion, might accumu- 
late a surplus instead of distributing all its profits in 
dividends. 

This possibility was the more troublesome because of 
another and apparently quite unrelated matter. The 
excess profits provisions had originally been made 
applicable to corporations only. As amended by the 
Senate, they became applicable to individuals also; a 
change which led to still further complications, as will 
presently be explained.' Once made, it put an end to a 
rough sort of equipoise which had previously obtained 
between the combined income and war profits taxes as 
applied to corporations, and the same taxes as applied 
to individuals. Individuals and partnerships, like cor- 
porations, had always been subject to income tax on 
their total net earnings. But an individual whose net 
earnings were large and who reinvested a considerable 
part of them in his business — which, of course, is 
analogous to the accumulation of a surplus by a cor- 
poration — was nevertheless subjected to a surtax 
upon his entire income, whether it inured to him in the 
form of cash or in the form of a reinvested business sur- 
plus. The same was the situation with a partnership. 
Under previous legislation, accordingly, an individual 
(and pro tanto a partner) had been at a disadvantage so 
far as concerned the application of the surtaxes on any 

1 See below, pp. 29, 30, 34. 
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surplus invested by him in his business; since no sur- 
taxes were levied with respect to corporate surplus. On 
the other hand the individual had enjoyed some advan- 
tage under the excess profits tax as it was framed in the 
act of March, 1917, and as it had been retained in the 
House bill; for corporations only, not individuals, were 
subjected to that tax. The Senate bill, in subjecting 
individuals to an excess profits tax, deprived him of this 
advantage. The question naturally presented itself 
whether corporations should not also be deprived of the 
roughly corresponding advantage which they had, or 
rather which their shareholders had, from the circum- 
stance that surplus accumulations in the hands of cor- 
porations were not within the purview of the surtax on 
large incomes. 

The problem was a difficult one because of the ex- 
traordinarily varying conditions under which corpora- 
tions accumulate their surpluses. No doubt, in some 
cases the accumulation may be due to a design of evad- 
ing, or rather of diminishing, income taxes. In other 
cases doubtless it is due to speculative manipulation — 
accumulation of a hidden surplus, known only to the 
insiders and expected to become the occasion for 
“melon cutting” at a future date. In the great 
majority of cases, corporate surplus is doubtless due to 
conservative management — the desire of providing 
against the uncertainties of industry or of maintaining 
the basis of good credit. Railroad corporations have 
certainly accumulated no surpluses with an eye to the 
consequences for income taxation, and sound public pol- 
icy is in favor of encouraging rather than discouraging 
a moderate dividend policy upon their part. The same 
is probably true of most manufacturing enterprises. 

After prolonged debate, and consideration of many 
alternatives, two provisions were inserted, in different 
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parts of the act, which combine to bring a satisfactory 
solution. On the one hand, an additional tax of 10 per 
cent is imposed upon any surplus left undistributed by a 
corporation six months after the end of its fiscal year. 
This tax, however, is not to be applied to surplus 
‘“‘ actually invested and employed in the business or 
retained for employment in the reasonable requirements 
of the business ” — a limitation which prevents it from 
standing in the way of conservative management car- 
ried out in good faith.1 On the other hand, it is pro- 
vided * that the term “ dividends ”’ shall include stock 
dividends; and any distribution, of whatever kind, 
made to stockholders, shall be taxed to the distributees 
at the rates of tax in force for the years in which the 
profits or surplus were accumulated. It is also provided 
that the distribution shall be deemed to have been made 
from ‘‘the most recently accumulated undivided profits 
or surplus”; that is, shall not be made to appear, by 
any bookkeeping entry or by any vote or declaration 
ad hoc, to have been made from the profit of some earlier 
date selected by the corporation. In other words, 
income from surplus, when finally received by a share- 
holder, is to be taxed not at the rates in force at the 
time of his receipt of them, but at the rates which were 
in force at the earlier date, perhaps much earlier, when 
the profits were accumulated by the corporation. By 
this device a deliberate withholding of surplus in order 
to escape war surtaxes is prevented, or at least becomes 
without object. The enforcement of the provision 
obviously may raise complications with regard to the 
rates of the surtaxes. Some retroactive application 
will be inevitable, and nice legal questions may arise. 


1 § 1206, (2) b. 
2 In § 1211, and the new section numbered 31 there added to the administrative 
provisions, 
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The income tax, as thus amended and amplified, has 
in many respects been improved. But it has certainly 
become complicated, and difficult of construction and 
administration. The provisions which are now in force 
must be sought partly in the act of 1913, partly in that 
of September, 1916, and partly in the war tax act. 
Some of the new provisions are obviously designed to 
be temporary; others are expected to be permanent; 
some may or may not remain part of the permanent 
system. It is obvious that an overhauling of the whole 
will be necessary at the close of the war, and it is ex- 
tremely desirable that there should be not only a 
codification, but complete revision. The income tax will 
prove for many years to come, indeed for as long a time 
as we can foresee, among the largest sources of Federal 
revenue, probably the very largest. The task of putting 
it into consistent and usable shape cannot be taken in 
hand too soon. 

\ 


VII 
Excess Prorits Tax 


By far the most important, the most significant and 
most hotly debated part of the measure is that which 
elaborates the excess-profits or war-profits tax. From 
this also by far the largest immediate contribution to 
the public revenue is expected. 

It will be recalled that the preceding Congress, by the 
act of March, 1917, had already levied an excess-profits 
tax. This, however, was at a moderate rate and on a 
simple plan. The rate was 8 per cent; the plan, to 
treat all profits in excess of 8 per cent on capital as 
excess profits, and to tax these at the rate of 8 per cent. 
The plan necessarily involved some definition of the 
“ capital ” upon which the exempt return of 8 per cent 
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was to be calculated. The war tax bill, as it passed the 
House in the current session, went no further than 
simply to double the rate, leaving the plan unchanged. 
All profits over 8 per cent on capital were to be taxed at 
the rate of 16 per cent. 

Capital was defined in terms substantially the same as 
those of the earlier act, namely, to include first, cash 
paid in; second, cash value of property, other than cash, 
paid for in stock or shares; third, surplus or undivided 
profits; with, however, an added provision that intan- 
gible assets, such as goodwill, trade-marks, franchises, 
should not be reckoned at all, unless specifically paid for 
in cash or in tangible property.' 

The importance of the definition of “capital” 
obviously became greater as the rate of tax was raised. 
The definition of “ capital ” as “‘ actual cash paid in,” 
“ actual cash value of property paid in,” “ paid in or 
earned surplus ” was a device of doubtful serviceability 
toward assuring effective collection. On the books of a 
corporation its stated capital stock will appear, in the 
immense majority of cases, as having been paid in. A 
tax administrator finds it difficult to go behind the books 
of a corporation. On the other hand, the capitalization 
of most corporations has adjusted itself to their earning 
capacities, and a tax merely on the excess over a return 
of 8 per cent on capitalization would be extremely un- 
certain as regards revenue. It would also be unequal in 
its operation on different sorts of corporations, penal- 
izing those undercapitalized and giving a virtual bonus 


1 The precise language of the House bill was: ‘“‘ For the purpose of this title, actua 
capital invested means (1) actual cash paid in, (2) the actual cash value of property 
paid in other than cash, for stock or shares in such corporation or partnership, at the 
time of such payment, and (3) paid in or earned surplus and undivided profits used or 
employed in the business: Provided, That the goodwill, including trade-marks and 
trade-brands, or the franchise of a corporation or partnership, is not to be included in 
the actual capital invested, unless the corporation or partnership made payment there- 
for specifically as such in cash or tangible property, the value of such goodwill, trade- 
marks, trade-brands, or franchise, not to exceed the actual cash or actual value of the 
tangible property paid therefor at the time of such payment.” 
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to those overcapitalized. The difficulties of applying 
the House plan in such manner as to yield a large 
revenue and at the same time to deal fairly with the 
extraordinarily diverse kinds of corporate enterprises 
led to a complete change of plan in the Senate. 

The change proposed in the Senate was from an 
excess-profits tax to a war-profits tax. It was based in 
the main, on the British example. A pre-war period was 
defined, consisting of the years 1911-12-13. The 
average profits for this period were made to constitute a 
base; profits in excess were treated as war profits and 
subjected to the new tax. With the change of base, 
there was proposed also a new method of levy; gradu- 
ated steps in place of a flat rate, the graduation to take 
place after the method followed in the income tax. Each 
successive increment of profit was to be subjected to a 
higher rate of tax, always levied on the amount by 
which it exceeded the preceding increment or “‘ bracket.” 
While the shift to a graduated rate met with general 
approval, that to a strict war-profits tax encountered 
vehement opposition, which led finally to a compli- 
cated compromise. 

The Senate proposal had one advantage; a tax on the 
pre-war basis was comparatively easy of administra- 
tion. The profits of corporations which had been in 
operation during the pre-war years were on record in the 
Internal Revenue Office. Under the corporation tax 
act of 1909, they had been there recorded for the years 
1911 and 1912, and under the income tax of 1913 for the 
third year of the period selected. Accordingly it would 
only have been necessary, in the ordinary case, to 
reckon the average profits as thus recorded, to compare 
with them the profits returned in the income tax state- 
ments for the year 1917, and then proceed to the 
calculation of the taxable excess. 
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Certain complications, however, necessarily had to be 
faced, nor was it easy to dispose of them without under- 
taking at some stage an appraisement of invested 
capital. Three types of exceptional cases called con- 
spicuously for treatment. One was the new corporation, 
not in existence during the pre-war period. Another — 
what might be called a subnormal case — was the 
corporation whose profits were exceptionally low during 
the pre-war period. There was an obvious hardship in 
taxing heavily a concern which had been unprosperous 
during the earlier period, and whose profits during the 
taxable year, tho perhaps much in excess of the slender 
or non-existing profits of the pre-war period, neverthe- 
less were at no high rate. The third case was the-con- 
verse of the second — what might be called the super- 
normal case. A concern might have been extremely 
profitable during the pre-war period, and also profitable 
during the taxable year, yet no more profitable than 
before. Under a strict application of the war profits 
principle it would not be subjected to a war profits tax, 
even tho inordinately prosperous. 

As first elaborated in the Senate, these complications 
were disposed of with an undeviating adherence to the 
war-profits principle. The first case, that of corpora- 
tions entirely new, was to be dealt with by the device of 
what economists would call the representative firm. 
New concerns were to be taxed by ascertaining what 
were the war profits of “ representative corporations 
engaged in like or similar trade or business ”’; their war 
profits were to be deemed to bear the same proportion 
to their net income as the war profits of such a repre- 
sentative concern bore to its net income. Similar treat- 
ment was proposed for corporations which could show 
their net return during the pre-war period to have been 
low as compared with the net return during the same 
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period of like representative concerns. No special con- 
sideration, however, was given to the supernormal cases, 
in the plan as first submitted to the Senate. The corpo- 
ration prosperous during the pre-war period, but not 
more prosperous during the taxable year, was to be con- 
sistently treated as not liable to any special war profits 
tax. It was to be subjected to the income tax only. 
Debate in the Senate itself, however, soon showed 
that an unqualified application of the war profits prin- 
ciple could not be carried through. True, it was logical, 
and consistent with the general principle of calling 
upon profits due to the war to pay expenses incurred for 
the war; but it roused vigorous opposition from those 
who could not be content to let unusual gains of any 
kind escape the unusual burdens. Much was said, for 
example, of the great tobaccomanufacturing enterprises, 
profitable before the war and no less profitable during 
the war. That these and others like them should be 
called upon for substantial contributions to the war 
expenses seemed to the common man to be the dictate 
of common sense. A return to the House principle, 
that of taxing all profits in excess of a specified moderate 
return on invested capital, difficult tho this might be in 
administration, was urged as essential for a just appor- 
tionment of the general burdens. The opposition to the 
strict war profits plan was further strengthened by the 
desire of the more radical members of Congress to put on 
the screws more heavily in every direction, not only by 
increasing the surtaxes on incomes but by subjecting all 
excess profits of every kind to rates much higher than 
were proposed by the Senate Committee. In the face of 
growing opposition from more than one quarter, a com- 
promise was elaborated in the Senate Committee and 
adopted in the Senate. By this, regard was to be had, 
after all, to invested capital and the rate of return upon 
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it. The basic amount was still to be, in general, the 
total of pre-war profits; but it was also provided that 
it should be not “ less than 6 per cent nor more than 10 
per cent of the actual invested capital for the taxable 
year.” This provision might seem to suffice for dispos- 
ing of the cases both of subnormal and supernormal 
profits. Nevertheless, a special clause was retained 
providing for cases in which the net return was un- 
usually low. There was also special provision for cor- 
porations which had not been in existence at all during 
the pre-war period. For these contingencies — the 
concern with very low profits, and that which had not 
been in existence during the pre-war period — the 
device of the representative firm was still to be used in 
order to ascertain normal or non-excess profits. 

It was in this form that the matter went into the 
hands of the Conference Committee — already a com- 
promise between the two essentially different plans of 
levy. Protracted and doubtless vigorous discussion in 
the Conference Committee led to still further com- 
promise. The provisions as finally enacted thus bear an 
appearance of inconsistency. The apparent or real 
inconsistencies or ambiguities, and many details in the 
phraseology of certain sections, can be understood only 
in the light of the history of the measure. 

The term “ pre-war period ” is retained, and some 
use is still made of the profits of the pre-war period as a 
basis. But the application of the war-profits principle 
is limited to the range where the net income (profits) is 
15 per cent or less on the invested capital. Within this 
range the tax is to be levied at the rate of 20 per cent, 
upon the excess over the profits of the pre-war period. 
But, the basic sum ' is to be not less than 7 per cent or 


1 The term used in the act is “‘ the deduction '"' — that is, the sum to be deducted 
from total profits (“net income”) in order to ascertain the excess which is taxed. 
The lump sum of $6,000 is also to be free of the tax for all domestic partnerships and 
individuals, and of $3000 for all domestic corporations. 
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more than 9 per cent upon the capital for the taxable 
year. The range within which the rigorous war-profits 
principle is left applicable thus becomes very narrow. 
And this principle, hedged in even in its application to 
concerns with moderate profits, is given up entirely as 
regards larger profits. So far as the net income on 
invested capital is more than 15 per cent, it is not 
applied at all. The method then becomes that of the 
House bill, namely, an unqualified tax, quite without 
regard to pre-war profits, upon the excess over a stated 
percentage of earnings upon capital. The scale, as 
already noted, is a graduated one; on this point there 
was no serious disagreement.! There remain, however, 
incorporated from the Senate bill, certain other provi- 
sions which give considerable discretion to the Treasury 
Department and still make possible some use of the 
“ pre-war ’”’ basis. The device of the representative 
firm may still be used in case of subnormal profits, and 
in cases where the amount of the invested capital is not 
made out to the satisfaction of the Department. How 
important a part discretionary powers of this sort will 
play in the administration of the act remains to be 
seen. 

Obviously under this scheme the definition of capital 
becomes of crucial importance. It is defined to include: 
(1) cash paid in; (2) cash value of tangible property 
paid for stock, with the provision that such property be 
reckoned at its value as of January 1, 1914, but no more 

! The graduated rates of the tax are as follows: 


20 % if profits are 15% or less. 
25% on the excess over 15% and not over 20% 


35 ? ° 20 as 25 
45 ™ - 25 . 33 
60 - ° 33 
It should be borne in mind that the plicated reckoning for the first 20% of tax 





(on profits of 15% or less) will have to be gone through for each and every taxable 
concern or individual; since the higher rates of tax are applicable only to the succes- 
sive excesses over the stated percentage of profit. 











34 


than par of the stock; (3) earned surplus and undivided 
profits. The much disputed question of the allowance 
for “ intangible ” property is settled by making separate 
provision for patents and copyrights on the one hand, 
and for goodwill, trade-marks, and franchises on the 
other. Patents and copyrights, may be rated at their 
cash value at the time when paid for, even tho paid for 
not in cash but in stock or shares of the corporation. 
Goodwill, trade-marks, trade-brands and franchises 
may be included for the amount paid for them in cash 
or in tangible property. If paid for, however, in shares 
of the corporation, only an amount equal to 20 per cent 
of the total share capital may be included, and this 
further to an amount not to exceed the cash value at the 
time of the exchange of the intangible property for the 
shares. There is no substantial ground for criticising 
the definition of invested capital thus hammered out 
through protracted discussion. How manageable it will 
prove to be as a means of enabling the Treasury De- 
partment to collect excess profits according to the intent 
of the law is quite another question; and it would be 
rash to make predictions. 

An unexpected result of the revision of the excess 
profits scheme in the Senate is the imposition of a special 
tax upon the incomes of individuals. As framed in the 
act of March, 1917, and as framed also in the House bill, 
the excess profits tax had been limited to corporations. 
Individuals and partnerships were not to be reached at 
all. In the Senate, for reasons which have already been 
explained,' it was proposed that individuals also should 
be subjected toit. The inclusion of individuals, in some 
form and with reasonable limitations, is incontestable, 
even tho, in these days of ubiquitous corporate organ- 
ization, the quantitative significance of their inclusion 
1 See above, page 25. 
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is not likely to be great. Some theoretic difficulties 
undoubtedly there are in applying the principle to 
individuals; and on general grounds of economic 
analysis some limitation is desirable. In a corporation, 
wages of management are deducted before net profits are 
demarcated; salaries of managers are part of the cor- 
poration’s expenses. In the case of individuals, this is 
not done, and even in the case of partnerships is prob- 
ably not often done. The excess profits tax, as applied 
to individuals, therefor, bears upon larger constituents 
of gain than it does when applied to corporations, and is 
likely to become in effect more burdensome. 

Difficulties of this sort would be less serious on a war 
profits basis than on an excess-profits basis. If the 
original Senate plan of a strict war-profits tax had been 
carried out —if the basis of liability had been the 
mere excess over pre-war profits — the operation of 
the tax on individuals would probably have been as 
reasonable and as equitable as can be expected of any 
device of this sort. The modification of the war-profits 
plan, however, in the act as finally passed, was so great, 
and the excess profits principle was so completely sub- 
stituted for it, that the application of the tax to the 
profits of individuals presented virtually a new question, 
and one which, in the rush of the closing days of the 
session, could not be considered with much care or 
deliberation. It was urged that since corporations paid 
the tax on the excess of earnings over a given basis or 
minimum, individuals also should pay the tax on earn- 
ings over an analogous basis or minimum; and individ- 
uals finally were included. 

The definition of the terms “ business ”’ or “‘ trade ”’ 
is expanded so as to include “ professions and occupa- 
tions.” In another paragraph, individuals engaged in 
any “‘ trade or business ” — that is, including occupa- 
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tions or professions — are subjected to a tax of 8 per 
cent upon the excess of their incomes over $6000.! The 
consequence is that labor incomes (of the higher range) 
are subjected to heavier taxes than property incomes of 
the same range. Not only the individual engaged in 
business and securing what the economists would call 
‘* business profits,” but the physician, lawyer, engineer, 
salaried manager, is called upon to pay a tax of 8 per 
cent on the excess of his income over $6000. That same 
individual, of course, is liable also to the surtaxes levied 
under the income tax. On the other hand, the person 
deriving an equal income from property is subject to the 
income surtaxes alone. A discrimination is made quite 
the reverse of that long advocated for our own income 
tax, and practiced in the income tax systems of most 
other countries — a discrimination in favor of the prop- 
erty income, and to the disadvantage of the labor 
income. 

One cause of this unexpected and probably unwel- 
come outcome is doubtless to be found in failure to 
perceive that the general reasoning which underlies the 
excess profits tax is not applicable to labor incomes. 
That reasoning implies a minimum of reasonable or 
ordinary or normal gains; only the excess above such a 
minimum is to be taxed. A return of 8 per cent upon 
capital was treated as reasonable in the act of March, 
1917; and some such figure underlies the more compli- 


cated provisions of the present act. Whatever figure is_ 


accepted, is assumed to be equally applicable to all 
investments of capital, equally reasonable for all. Asa 
matter of economic theory, the assumption doubtless is 
open to some criticism. Industries in which risk is 
large, or in which the need of able management is parti- 
cularly great, may be fairly entitled to a higher rate of 


1 See § 200, toward the end; and § 209. 
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return than humdrum industries, and the excess above 
the minimum or reasonable return should doubtless be 
calculated for them with some regard to their special 
conditions. But differences of this sort must perhaps be 
disregarded in that rough approximation to ideal justice 
which is alone attainable in tax legislation. A similar 
assumption, however, of a uniform minimum of return, 
applicable to all sorts of cases, is not even roughly or 
approximately true as regards the earnings of individ- 
uals. There is here no one level rate of return which can 
be regarded as reasonable or normal. An income of 
$6000 for instance — the figure which has become the 
basic amount of this extension of the ‘excess profits 
principle — is more than ample for most men and most 
occupations, yet far from reasonable or normal for other 
men and other occupations. No economist would main- 
tain that there is an average fair rate of earnings for 
individuals in the sense in which there is an average fair 
rate of return to capital. An able physician, engineer, 
lawyer, manager, may receive a salary of $20,000, and 
yet be earning nothing in the nature of an excessive 
gain in the sense in which a corporation earning 20 per 
cent upon its capital stock may be said to be earning 
excessive profits. The earnings of individuals would 
seem to be fairly subject to income tax only, and not to 
be within the purview of an excess profits tax. On these 
grounds of general reasoning, as well as because of the 
discrimination against labor incomes as compared with 
property incomes, the new proviso is seriously open to 
attack. 


F. W. Tavssia. 


Wasuineron, D.C. 
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I 


§1. Tue writing of this article has been suggested by 
Professor Anderson’s recent volume on the Value of 
Money. But the article is not directly concerned with 
the content of that volume. For Professor Anderson’s 
discussion is mainly vigorous controversy, and my view 
is that controversy on this subject is no longer neces- 
sary. The “ quantity theory ”’ is often defended and 
opposed as tho it were a definite set of propositions that 
must be either true or false. But in fact the formulae 
employed in the exposition of that theory are merely 
devices for enabling us to bring together in an orderly 
way the principal causes by which the value of money is 
determined. As to what these principal causes are, 
competent writers of all schools are, I venture to think, 
really in substantial agreement. The logical machinery 
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of the “‘ quantity theory ” has set them by the ears 
because they have not always realized that it is merely 
machinery. It is as tho economists who expressed the 
general theory of value with the help of diagrams should 
quarrel with those who prefer language or those who 
prefer algebra. All ways are merely devices for facili- 
tating an orderly arrangement of ideas; and, tho a 
debate about their comparative convenience and help- 
fulness is, of course, legitimate, to suppose that this 
debate implies any fundamental disagreement about 
the real causes at work would be a grave mistake. Into 
this mistake, as it seems to me, controversial writers 
about the “ quantity theory” have too frequently 
fallen; and, therefore, at the outset I insist that, tho 
the machinery that I shall suggest in the following 
pages is quite different from that elaborated by Pro- 
fessor Irving Fisher in his admirable Purchasing Power 
of Money, and, as I think, more convenient, I am not in 
any sense an “ opponent ”’ of the “‘ quantity theory ” 
or a hostile critic of Professor Fisher’s lucid analysis. 
He has painted his picture on one plan, and I paint mine 
on another. But the pictures that we both paint are of 
the same thing, and the witness of the two, as to what 
that thing in essentials is, substantially agrees. 


II 


§ 2. By money I mean for the purposes of this dis- 
cussion legal-tender money; and by the value of money 
I mean the exchange value of a unit of it. The question 
whether it is proper to use the term value in this sense — 
a question which Professor Anderson discusses with 
great elaboration — seems to me to be concerned with 
linguistic suitability and to have no scientific impor- 
tance. Economists in general use value to mean “ ex- 
change value,” and I see no need to invent a new term. 
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But the “ exchange value of a unit of money ”’ cannot, 
of course, be left without further definition. Exchange 
value in terms of what? The answer, of course is, in ~ 
terms of commodities. But commodities or, as some 
prefer to say, ‘“‘ commodities in general,” is a vague 
phrase. In the chapter on ‘‘ The Measurement of the 
National Dividend” in my Wealth and Welfare the 
problem of its proper interpretation for various pur- 
poses was discussed. For the present purpose it is con- 
venient to adopt a plan similar to that employed by 
Dr. Marshall in his unpublished paper on the ‘‘ Pure 
Theory of Foreign Trade,’”’ which has been reproduced 
in Professor Pantaleoni’s Pure Economics, and to assume 
that the value of all commodities other than money in 
terms of one another is determined independently of the 
value of money. On this assumption, the value of any 
combination of commodities in general can be cited in 
terms of any single commodity. The aggregate of all 
commodities is represented by so many bushels of 
wheat; and the value of money by the number of 
bushels of wheat which a unit of it will purchase. This 
value is governed, like the value of everything else, by 
the general conditions of demand and supply. An 
investigation of the causes upon which the value of 
money depends means, therefore, just as it would do if 
we were concerned with lead or tobacco, a detailed 
analysis of these two groups of forces. To this analysis, 
therefore, we may at once proceed. 


Ill 
The Demand for Legal Tender Money 


§3. In the ordinary course of life, people are contin- 
ually needing to make payments in discharge of obliga- 
tions contracted in terms of legal-tender money. Some 
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of these payments have to be made across the counter, 
as when commodities are bought for cash; others at 
some specified date after purchase, as when they are 
bought on three-months’ bills; others at some unspeci- 
fied date after purchase, as when they are bought 
vaguely on credit. Besides the flow of obligations that 
are thus continually maturing against them, most 
people have also a flow of claims that are similarly 
maturing in their favor. But the obligations and the 
claims that become due at any moment seldom exactly 
cancel one another, and the difference has to be met by 
the transfer of titles to legal tender. Under this name I 
include actual legal tender (for practical purposes token 
coins may be reckoned as part of this), bank notes, and 
bank balances against which checks can be drawn. If 
a person is unable to meet his obligations from these 
sources when they fall due, he will certainly be inconven- 
ienced and will possibly be rendered bankrupt. Hence 
everybody is anxious to hold enough of his resources in 
the form of titles to legal tender both to enable him to 
effect the ordinary transactions of life without trouble, 
and to secure him against unexpected demands, due to 
a sudden need, or to a rise in the price of something that 
he cannot easily dispense with. For these two objects, 
the provision of convenience and the provision of 
security, people in general (I do not here include 
bankers, whose special position is discussed later) elect 
to hold in the form of titles to legal tender the aggregate 
value of a given quantity of wheat. In other words, 
they offer a demand price per unit for titles to legal 
tender equal to the aggregate quantity of wheat that 
they have determined upon, divided by the aggregate 
number of legal tender units for which titles are forth- 
coming. There is thus constituted at any given moment 
a definite demand schedule for titles to legal-tender 
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money. Let FR be the total resources, expressed in 
terms of wheat, that are enjoyed by the community 
(other than its bankers) whose position is being investi- 
gated; k the proportion of these resources that it 
chooses to keep in the form of titles to legal tender; M 
the number of units of legal tender, and P the value, 
or price, per unit of these titles in terms of wheat. 
Then the demand schedule just described is represented 


by the equation P = EE, When &k and R are taken 


as constant, this is, of course, the equation of a rectan- 
gular hyperbola. 

§4. From the demand schedule for titles to legal 
tender is derived a demand schedule for legal tender 
itself. The derivation is as follows. The titles to legal 
tender that people hold are kept in two forms, partly in 
actual money in their pockets and tills, and partly in 
bank balances. If bankers with whom these balances 
are deposited retained the whole of them in legal tender 
in their vaults, the derived demand schedule for legal 
tender would be exactly the same as the direct demand 
schedule for titles to legal tender. In fact, however, 
bankers only keep a money reserve equivalent to a part 
of the balances that they hold for customers. Hence, 
whereas that part of their immediately available re- 
sources which people choose to keep in cash, constitutes 
a demand for actual legal tender equal to the corre- 
sponding demand for titles to it, that part which they 
keep in bank notes and bank balances gives rise to a 
demand different from itself, and smaller. The magni- 
tude of the total derived demand depends, therefore, 
in part, upon the choice that the general body of the 
public exercises in this matter. The derived demand 
schedule for actual legal tender is capable, like the orig- 
inal demand schedule, of being represented by an 
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algebraic formula. Let c be the proportion of his titles 
to legal tender that the representative man chooses to 
keep in actual legal tender (including token coins), so 
that (1—c) is the proportion that he keeps in bank 
notes and bank balances; and let h be the proportion 
of actual legal tender that bankers choose to keep 
against the notes and balances held by their customers. 
Then the derived equation of demand for actual legal 
tender will be: 

PanP fe+h(1— oh, or M="F fe +h (1-0). 


When c and h, as well as k and RF are taken as constants, 
this equation, like the simpler one from which it is 
derived, is the equation of a rectangular hyperbola. 

§ 5. It cannot be denied that this formula has a 
somewhat arid appearance. I propose, therefore, to 
clothe the dry bones by a brief separate study of each of 
the variables which it includes. First consider R, 
representing the community’s total real resources of 
commodities, expressed, for convenience, in terms of so 
many bushels of wheat. My formula shows that, other 
things being equal, the larger this variable is, the higher 
will be the demand schedule for money. It is, there- 
fore, important to observe that F is likely in general to 
be increased by developments that bring the forces of 
nature more effectively under man’s control; such as 
an increase in the efficiency of the people individually, 
or an increase in their collective efficiency either 
through mechanical inventions or through inventions 
in business organization. This generalization does not, 
however, hold good of inventions that facilitate the 
production of commodities for which the elasticity of 
demand is less than unity; for an increase in the quan- 
tity of these commodities involves a decrease in the 
aggregate quantity of ‘‘ wheat value ’’ in existence, and 
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so tends to lessen the quantity of “‘ wheat value ”’ that 
people need to keep in the form of titles to legal tender. 
This becomes obvious if we take an extreme case and 
conceive of a commodity whose quantity is increased 
with the result of reducing its aggregate wheat value to 
zero. 
§6. Secondly, consider the variable k. When the 
aggregate wheat value of the community’s resources is 
given, the quantity of wheat value kept in the form of 
titles to legal tender is determined by the proportion of 
his resources that the average man chooses to keep in 
that form. This proportion depends upon the con- 
venience obtained and the risk avoided through the 
possession of such titles, by the loss of real income 
involved through the diversion to this use of resources 
that might have been devoted to the production of 
future commodities, and by the satisfaction that might 
be obtained by consuming resources immediately and 
not investing them at all. These three uses, the produc- 
tion of convenience and security, the production of 
commodities, and direct consumption, are rival to one 
another. For our present purpose, the use of immediate 
consumption need not be particularly considered. Its 
presence mitigates, but never does more than mitigate, 
the effect of the principal causes with which we have to 
deal. Practically, the critical question for a business 
man — and the same class of question has to be asked 
by everybody — is, as Professor Carver well observes: 
“‘ will it pay better to have one more dollar in his cash 
drawer and one less on his shelves, or will it pay better 
to have one less dollar in his cash drawer and one more 
on his shelves.”’ ! 

It is easily seen that the satisfaction yielded by suc- 
cessive units of resources devoted to future production 


1 American Economic Association Papers, 1905, p. 131. 
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diminishes as the number of units so devoted is in- 
creased. For nobody denies that the satisfaction a 
man obtains from the one hundredth unit of any com- 
modity is likely to be less than he obtains from the 
ninetieth, and nobody supposes that production in 
general obeys the law of increasing return in a measure 
adequate to counteract this tendency and to cause the 
fruits of the tenth unit of resources invested in produc- 
tion to yield more statisfaction than those of the ninth. 
An exactly .analogous proposition holds good of the 
satisfaction yielded by successive units of resources 
held in the form of titles to legal tender. So far as 
money is desired as a means for facilitating exchange, 
this is well shown in the following passage: ‘‘ Some 
exchanges could scarcely be made at all without the use 
of money. In these cases the utility of money is very 
high, and would equal the utility of the exchanges them- 
selves; that is, the advantage of being able to exchange, 
over the disadvantage of not being able to make the 
exchange at all. Some exchanges could only be made 
with great difficulty without money, in which cases the 
utility of money would be considerable Some other 
exchanges could be made with comparatively little 
difficulty, in which cases the utility of money would be 
inconsiderable. And some exchanges could be made as 
easily without money as with it, in which cases the 
utility of money will be nil.’’! Reasoning of the same 
general kind clearly holds good in so far as money is 
desired as a means of providing security. Thus the 
curves that represent the desire for resources to be used 
in production and in money respectively both slope 
downward; and resources will be devoted to the two 
uses up to the point at which the last unit of resources 


1 Carver, ‘‘ The Concept of an Economic Quantity,’”’ Quarterly Journal of Economics, 
May, 1907, pp. 443-444. 
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devoted to each of them yields the same quantity of 
satisfaction. It follows that, other things being equal, 
the variable k will be larger the less attractive is the 
production use and the more attractive is the rival 
money use of resources. 

The chief factor upon which the attractiveness of the 
production use depends is the expected fruitfulness of 
industrial activity. If a man understands that, in con- 
sequence of mechanical inventions or of an expected 
rise in the prices of the commodities in whose produc- 
tion he is engaged, a given quantity of resources in- 
vested in his business will yield an abnormally large 
return, he will be more anxious than he otherwise would 
be to devote resources to production. In the converse 
case he will be less willing than he otherwise would be to 
do this. 

The factors which determine the attractiveness of the 
money use are more complex. The most obvious is the 
convenience to be got from a holding of titles to legal 
tender in the ordinary business of life. This partly 
depends upon the intervals of time at which people are 
accustomed to be paid for their services. If, for ex- 
ample, a man is paid £365 once a year, he is practically 
certain, on the average, to keep a larger proportion of 
his resources in titles to legal tender than he would do if 
he was paid the same amount in daily proportions of £1 
each.' It also depends in part upon how far the organ- 
ization of industry is adapted to allow the discharge of 
debts without resort, direct or indirect, to titles to 
legal tender. The importance of this consideration is 
well brought out in Sir Theodore Morison’s account of 
the Industrial Organization of an Indian Province. 
‘* A very large number of exchanges,” he writes, ‘‘ were 
in old days effected by means of barter. Rents were 


1 Cf. Fisher, The Purchasing Power of Money, p. 84. 
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paid in kind, and debts between the cultivator and the 
money-lender, tho reckoned in terms of money, were 
usually settled in grain. The wages of field laborers and 
of the village artisans were paid almost entirely in 
grain, and it was therefore possible for the cultivator in 
former days to make a large number of transactions in 
the year without employing money at all. Now that the 
self-sufficiency of the village is being impaired, the 
occasions for the use of money are largely increased. 
The tenant usually pays his rent in money; he also 
employs money, along with bundles of corn, to pay his 
laborers; a few articles of foreign manufacture are 
coming into common use, which are purchased at fairs, 
and for them money is the only payment accepted.” ! 
In the modern industrial world, the tendency is, per- 
haps, on the whole, in the opposite direction. There 
seems to exist a good deal of cross trade between firms 
worked by means of book-debts. When a firm buys 
from one party and sells to another, bills drawn on his 
debtor are passed forward to his creditor, so that titles 
to legal tender are required to discharge only one bill 
instead of two of a given amount. There are also in 
vogue many elaborate devices, such as the Stock Ex- 
change Clearing House and the Railway Clearing House, 
for carrying still further this method of economizing the 
use of bank money, while on the established settling 
days debts are so far cancelled that only differences have 
to be directly met. Against these influences has to be 
set the tendency to specialization of processes to differ- 
ent firms, involving, as it does, an increase in the num- 
ber of transactions that have to be undertaken prior to 
the completion of many finished goods. Under the 
same head falls the increasing volume of speculation 
and other business indirectly associated with industry 


1 Industrial Organization of an Indian Province, p. 306. 





48 QUARTERLY JOURNAL OF ECONOMICS 


that is done on the stock exchanges, and for which, of 
course, a money basis is needed. 

But the attractiveness of the money use does not 
depend only on the contribution which a holding of 
titles to legal tender makes to business convenience. 
It is also affected by another important circumstance. 
Any holding of titles to legal tender is always capable of 
being exchanged against some quantity of commodities. 
Clearly, if it is expected that the quantity of commodi- 
ties for which, say, a note for one pound can be ex- 
changed will be greater a year hence than it is now, the 
inducement to hold pound notes now is increased; 
and, conversely, if it is expected that a pound will buy 
fewer commodities a year hence, it is diminished. Thus 
any expectation that general prices are going to fall 
increases people’s desire to hold titles to legal tender; 
and any expectation that they are going to rise has the 
contrary effect. For this reason the suspicion that a 
nation will fail to maintain or to restore the full con- 
vertibility of a paper currency, immediately lowers the 
demand for that currency in terms of things, and so 
raises prices, in terms of that currency. 

§7. So far, of the causes that operate by way of the 
variable k. Consider next the variable c, i. e., the pro- 
portion of their titles to legal tender that people choose 
to keep in actual legal tender in their own pockets and 
tills. The choice between actual cash and bank notes 
and bank balances is determined in the main by custom 
and convenience, and people’s habits in this matter are 
not in all countries fixed. Thus, Professor Irving 
Fisher writes of recent conditions in America: ‘‘ Some 
day in the future, when the use of checks has grown up 
to its work, it would not be strange if the ratio of checks 
to money should remain fairly constant. At present, 
however, we are passing through a long transition 
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period during which the device of using checks instead 
of money is being extended with prodigious rapidity. 
This is the dominant feature of the present situation 
and forms the chief basis of the forecast here attempted. 
All nations — even those which have used checks for 
generations — are making a continually larger use of 
checks relatively to money.” ! 

Leaving aside bank notes as being relatively unim- 
portant, we may note the following points. First, the 
proportion of titles to legal tender held in the form of 
actual legal tender will be smaller the more people have 
banking accounts, and, therefore, are able to keep their 
titles to legal tender in the rival form of bank balances. 
The more people have banking accounts the more 
widespread and the better organized the banking 
system will become. The development of branch 
banks and the cultivation of small accounts in turn 
causes the numbers of the bank-using public to increase. 
The chief reason why the proportion of coin to bank 
money used in India is so much larger than in England 
is that in the former country the banking system is very 
imperfectly developed. 

Secondly, the proportion of titles kept in actual legal 
tender will be smaller the more readily checks are 
accepted in ordinary transactions — and readiness to 
accept them becomes more widespread as small trades- 
men come to have banking accounts and high-waged 
employés follow their example. Thirdly, this propor- 
tion will be smaller the longer shopkeepers allow their 
accounts to run before requiring payment; for it is 
much more convenient to pay large sums by check 
than coin. The average size of accounts is greater, the 
larger the proportion of rich people in the community, 
— the very rich pay scarcely anything in coin. It is 

1 American Economic Review, September, 1912, pp. 547-548. 
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also greater the more widespread is the custom of pay- 
ing for purchases through accounts covering a series of 
purchases, or through deposits paid in advance rather 
than over the counter at the moment of purchase. 
Lastly, the proportion will be smaller, the more con- 
venient and less costly is the machinery by which pay- 
ments can be made direct from bank balances, without 
resort to actual legal tender by the paying public. The 
fact that checks are subject to a small tax is relevant in 
this connection. Of course, if there is any question of 
the solvency of banks, the risk of loss, when titles to 
legal tender are kept in the form of bank balances, 
strongly favors the alternative form — an incident that 
in some panics, like the 1907 panic in the United States, 
may become of very great significance. 

§ 8. There remains the variable h, that is the propor- 
tion of actual legal tender that the banking system 
chooses to keep against its liabilities to customers. The 
influences that determine this proportion are similar to 
those that determine the variable k, 7. e., the proportion 
of their resources that people in general (other than 
bankers) choose to keep in the form of titles to legal 
tender. Here, as there, the governing factors are, on 
the one hand, the convenience obtained and the risk 
obviated by resources held in the form of a money 
reserve, and, on the other hand, the advantage that is 
sacrificed when resources are locked up in this form. 
It is obvious that the advantage sacrificed is deter- 
mined by that general productivity of industrial invest- 
ment that has already been referred to in connection 
with the variable k. The convenience and security 
that banking reserves provide are, therefore, all that 
need to be discussed here. The benefit under these 
heads that a given quantity of resources will yield 
depends on the following principal considerations. 
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The first factor is the internal organization of the 
banking system for economizing the need for large 
reserves. Means to this end are the elaborate arrange- 
ments of clearing houses, by which cross-debts are 
balanced against one another, and the further device of 
a banker’s bank associated with the clearing house in 
such wise that the net balances that remain over after 
the process of cancellation is complete can be dis- 
charged by simple entries in the books of the said bank. 
Arrangements of this kind not only save the use of coin 
directly, but also indirectly. By bringing the banks 
together into some sort of unity, they enable their 
reserves to be used at need for mutual support. This 
means that the aggregate reserves, instead of having to 
guard against the sum of the maximum separate drains 
that are likely to be made upon the several banks 
individually, need only guard against the maximum 
drain that is likely to be made upon the sum of these 
banks collectively. A much smaller aggregate reserve 
is necessary for the latter than for the former of these 
purposes. Hence a one-reserve system can be worked 
much more economically than a many-reserve system. 
The English banks as a body, because of the centraliza- 
tion of a large part of their ultimate reserves in the 
Bank of England, can safely keep these reserves much 
smaller relatively to their liabilities than the American 
banks, at all events before the recent reforms, were 
able to do. 

The second factor is the kind of claims of which 
banks’ liabilities are predominantly made up. If a 
large part of them are claims by foreign depositors, who 
are likely to require legal tender for shipment abroad, 
or by native depositors engaged extensively in foreign 
trade, actual legal tender — when the legal tender is 
also an internationally recognized money substance 
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such as gold—is liable to be called for in ways that 
no elaboration of clearing house or other devices can 
prevent. 

The third factor is the proportion in which bankers’ 
liabilities are in bank notes in the hands of the public or 
in bank balances. This is important, because in modern 
states the law tends to insist rigorously upon the reten- 
tion of large reserves against notes, while (except in the 
United States) leaving the question of reserves against 
deposit accounts to the banks’ discretion. 

Lastly, account must be taken of the temperament of 
the people in respect of liability to panic and so on, and 
of the general state of confidence in the banking system. 
It is obvious that a new bank among an impulsive 
people will need to keep a larger proportionate reserve 
than an old and well-tried bank among an unemotional 
people. 

§9. This completes the discussion by which I have 
aimed at clothing the dry bones of my equation of 
demand. It remains to explain the relation in which 
that equation stands to the “ equation of exchange ”’ 
made familiar in the “ quantity theory’ — an equa- 
tion, by the way, which would itself be more properly. 
described as an equation of demand. At first sight, it 
might be thought that the two formulae are in violent 
conflict. But, in fact, it is easy to show that they are 
perfectly consistent with one another. In order to do 
this, it is not necessary to complicate the argument by 
comparing them in their fully elaborated forms. They 
are both much simplified when abstraction is made of 
the operations of banks. When this is done, my formula 
reduces to P = ae It is enough to exhibit the rela- 
tion between this and the corresponding simplified 
formula of the “ quantity theory.” In that formula T 
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represents total transactions, M the number of units of 
titles to legal tender, V the velocity of circulation of 
these units, and 7 the price per unit of ‘‘ commodities ”’ 
in money. The “equation of exchange” then is 


MV 
= Now since P in my equation is the price 
of money in terms of things and z in the “ quantity 


theory ” equation is the price of things in terms of 
1 
money, it follows that P = 4 


kR if T 
Hence 7 = uvokV a. 
Evidently in given conditions of production and trade 
= may be taken as a constant. It follows that k V also 


is a constant. So soon as this is perceived, the relation 
in which the two equations stand to one another is at 
once apparent. When people decide to keep half as 
much of their resources as before in the form of titles to 
legal tender, this means that the velocity of circulation 
is doubled. This has been explained very clearly by 
Dr. Marshall: “ If a person, whether in the course of 
trade or for his own use, buys for currency goods and 
services of the value of ten thousand pounds of wheat 
during a year, and if he retains on the average purchas- 
ing power in the form of currency to the value of one 
hundred pounds, then so far as he is concerned, cur- 
rency will circulate one hundred times in the year. If 
he keeps twice as much purchasing power, that is, to 
the value of two hundred pounds of wheat, then cur- 
rency will, so far as he is concerned, circulate fifty times 
in the year, that is, only half asrapidly. Thus generally, 
ceteris paribus, any increase in the ready purchasing 
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power that people choose to keep will diminish pro- 
portionately rapidity of circulation, and vice versa.” 

§ 10. It is thus evident that there is no conflict be- 
tween my formula and that embodied in the quantity 
theory. But it does not follow that there is nothing to 
choose between them. Mine is not, of course, any 
“truer” than its rival. They are both equally true. 
The claim that I make on behalf of mine is merely that 
it is a somewhat more effective engine of analysis. It 
focusses attention on the proportion of their resources 
that people choose to keep in the form of titles to legal 
tender instead of focussing it on “ velocity of circula- 
tion.” This fact gives it, as I think, a real advantage, 
because it brings us at once into relation with volition — 
an ultimate cause of demand — instead of with some- 
thing that seems at first sight accidental and arbitrary. 
But to argue in the air about the merits of a machine is 
always a waste of time. I offer this specification of it 
in order that those interested in monetary theory may 
test its powers in actual work upon concrete problems. 


IV 
The Supply of Legal-Tender Money 


§11. The formula set out in the preceding section 
refers exclusively to demand. But in order to deter- 
mine the value of anything an equation of supply also 
is needed. What this is depends upon the substance 
which a country decides to use as money and the rules 
under which it is manufactured. The principal alterna- 
tives are as follows. 

§12. First, the quantity of legal-tender money avail- 
able at any time may be fixed, as in a country making 
use exclusively of inconvertible paper notes, by the 
arbitrary decision of the government. Under an ar- 
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rangement of this kind, the supply curve of legal tender 
is obviously a vertical straight line fixed in whatever 
position the government may choose. Its equation is 
M = D, where D is a constant. 

§ 13. Secondly, some part of the total quantity of 
legal tender money may be arbitrarily fixed. In prac- 
tice this is the more usual arrangement. In Germany 
and France, alongside of the gold currency, many old 
silver coins circulate as full legal tender. In Germany 
these amount to some twenty million pounds.' In the 
United States, “‘ gold and silver are legal tender equally 
with greenbacks, or government notes issued during the 
Civil War, and the treasury notes issued against the 
deposits of silver bullion under the Sherman Law of 
1890.” 2 In Austria inconvertible paper circulates 
alongside of gold. Under these arrangements the shape 
of the supply curve is the same as it would be if the 
arbitrarily regulated part of the supply did not exist; 
but the whole curve is pushed further to the right. Its 
equation is M = }D+f(P){. It is thus less elastic 
than it would be in the absence of the arbitrarily fixed 
part of the circulation. 

§ 14. Thirdly, the whole of the legal tender money in 
the country may consist of one substance coined freely 
at the mint, and there may be no difficulties in the way 
of the import and export of this substance. In that 
event the quantity of legal tender available in any coun- 
try in response to a given wheat price per unit is equal to 
the quantity of the substance in the world minus the 
quantity absorbed in other uses, whether these uses be 
the currencies of other countries or the arts or anything 
else whatever. This quantity is determined by the 
supply curve of the world minus the demand curves for 
these other uses. The supply of the world may, when 


1 Pierson, Principles of Economics, vol. i, p. 425. 2 Kinley, Money, p. 50. 
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the monetary substance is a precious metal, be treated, 
for periods of moderate length, as practically constant; 
for the aggregate stock in the world is very large rela- 
tively to the total annual output, and, therefore, a 
fortiori relatively to such changes — themselves, from 
the nature of the industry, probably slow-working — 
in the annual output as may be induced by changes in 
(wheat) price. The demand for the currencies of other 
nations is regulated in the way described in the preced- 
ing division of this article. The demand curve for the 
arts depends for its shape and position, like any ordi- 
nary demand curve, upon fashion, taste, the avail- 
ability of substitutes, such as silver, to fulfil like artistic 
purposes, and so on. It relates, of course, to the total 
money substance employed in the arts, and not merely 
to the new supplies of it absorbed into them during the 
year. The supply curve of legal tender in the country 
in which we are interested is derived from the above 
factors. 

§ 15. Fourthly, the money may consist of two sub- 
stances freely coined and bound together by some legal 
tie, as under bimetallism and symmetallism. From the 
present point of view, the principal difference between 
moneys of this type and the simpler money discussed 
above is that, since there is a larger stock of money sub- 
stance available, a given rise in wheat price is likely to 
call out a larger additional supply than would other- 
wise be forthcoming. That is to say, the supply is 
likely to be more elastic. 

§16. Fifthly, the money may consist of one sub- 
stance coined under a seigniorage. Its supply price is 
then a compound of the cost of the substance contained 
in the coin and the seigniorage charge. Therefore, a 
smaller weight of coined money will be forthcoming at a 
given wheat price per unit than would be forthcoming if 
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there were no seigniorage. Let the seigniorage be £s 
per £100, and the equation of supply of the substance 
of which coins are made, M = ¢(P). Then the cor- 
responding equation of supply of actual coins will be 


100 —s 


ie 


¢(P).? 

§ 17. Sixthly, the supply may be regulated by an act 
of state, but the state may be guided by the purpose of 
maintaining a constant ratio of exchange between its 
money and that of foreign countries with which it has 
important trade relations. This is the familiar gold 
exchange standard. Under it the supply of money in 
the country under review is a function of the commodity 
(wheat) price of foreign money, falling as this rises, and 
rising as it falls. The value of the native money fluctu- 
ates in just the same way as it would do, if it consisted 
of freely minted coins of the substance used in foreign 
money, but its average level is somewhat lower since less 
of this substance is required in the currencies of the 
world as a whole. 

§ 18. Lastly, the supply may be regulated by the 
state on the plan recommended by Professor Irving 
Fisher: that is to say, in such a way as to keep its value 
constant in terms, not of a foreign currency, but of 
commodities in general at home. 

§ 19. All these various systems of supply are possible 
and an interesting study might be undertaken into their 
comparative advantages. That, however, does not fall 
within my purpose. Nor shall I even attempt to exhibit 

1 This implies that the wheat value of coined money under seigniorage is higher 
than it would have been in the absence of seigniorage, but higher by somewhat less 
than the amount of the seigniorage. This result is not appreciably affected by the 
policy the state adopts in respect of the gold collected in seigniorage. Whether the 
state coins it or sells it uncoined, makes no difference at all. Even should the state 


destroy it, the difference would be imperceptible, since the amount of it is very small 
relatively to the total supply. 
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the diverse ways in which the choice that is made be- 
tween them affects the special problem of the value of 
money. Since this article is designed merely to eluci- 
date a method and does not profess to be exhaustive, 
my discussion will be concentrated upon a single dom- 
inant system of money — namely, the simple gold 
standard, that put third in the preceding classification. 


V 
Demand and Supply 


§ 20. It is a familiar proposition in pure economic 
theory that, when the equations of demand and supply 
for any commodity are given, the value of that com- 
modity is found by their solution: or, in geometrical 
language, that when the demand curve and the supply 
curve are given, its value is measured by the ordinate 
drawn from their point of intersection. This analysis 
provides a kind of scaffolding by the help of which the 
causes that bring about changes in value can be investi- 
gated. But that investigation is never a simple one, 
and, when its subject-matter is the value, not of an 
ordinary consumable commodity, but of money, the 
difficulties to be overcome are exceptionally great. 
The most important of these have now to be set out. 

§ 21. First, in the real world we cannot always hope 
to meet only with causes that act either on demand 
alone or on supply alone. The same cause may easily 
act upon both. Certain sorts of inventions, for example, 
may at once facilitate production generally, thus raising 
the demand schedule for money, and also facilitate the 
extraction of gold from the mines, thus lowering the 
supply schedule. Naturally the result is different from 
what it would have been if demand alone or supply 
alone had been affected. From a short period point of 
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view, a 10 per cent increase in the production of gold 
accompanied by an equal increase in the production of 
commodities generally, means a percentage increase in 
the supply of gold, much less than the corresponding 
increase in the supply of commodities. Consequently, 
the effect exercised through demand will be predomi- 
nant. But, from the standpoint of an indefinitely long 
period, the stock of gold existing at the beginning must 
be insignificant compared with the quantity produced 
during this period. The effects upon production and 
upon supply are, therefore, substantially equal, and the 
predominance of the demand side disappears.! The way 
in which these complex effects work themselves out is 
not, however, my present concern. What I am inter- 
ested to point out is that in the real world we may have 
to do, not with a one-handed, but with a two-handed 
cause. 

§ 22. Secondly, even when the cause that is being 
studied acts on the side of demand only, it is most im- 
probable that it will operate through one only of the 
various foct of causation that are distinguished in my 
demand formula. It is of great importance that no mis- 
understanding should arise upon this point. The 
analysis which that formula embodies enables us to dis- 
tinguish and to discuss separately the principal elements 
out of which the demand schedule for money is made 
up. It provides, in short, at any moment of time a true 
anatomy of demand. But it does not imply that in the 
actual world changes in the elements that are sum- 
marized under the different letters of the formulae 
occur independently. It is perfectly legitimate to draw 
a picture of the bones of a child’s body, to measure how 
much each bone contributes to the total height, and, if 
we will, even to calculate what difference would be 


1 Cf. Edgeworth, Economic Journal, vol. v, p. 436. 
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made to that height if the length of any given bone were 
doubled and everything else remained the same. But 
it is not legitimate — on the contrary it is altogether 
ridiculous — to proceed on the assumption that, as a 
matter of fact any one bone will double in length while 
all the others remain unaltered. For we know that in 
growth there is a certain harmony and that many of the 
changes that occur in any one part are the result of 
general causes that affect other parts also. This is true 
of the economic body no less than of the human body. 
A general industrial expansion does not involve merely 
an expansion of resources — a growth in the variable R. 
It also involves the establishment or extension of banks 
and banking facilities, and this means that the propor- 
tion in which people use bank money relatively to 
actual legal tender is increased, or, in other words, that 
the variable c is diminished. Nor is this all. Industrial 
expansion, since it carries with it larger real income, 
may easily involve an increase in the proportion of their 
resources that people choose to keep in the form of 
titles to legal tender; for a very poor man cannot afford 
the luxury of money in hand. If this happens, the same 
cause that has brought about an increase in the variable 
R, will have affected the variable k in the same sense. 
Yet, again, & (the proportion of their resources that the 
public keep in titles to legal tender) and A (the propor- 
tion of actual legal tender that bankers keep against 
their liabilities) are obviously liable to be affected by 
common causes. A boom in business confidence lessens, 
whereas a general apprehension of panic increases, both 
of them. These connections are, of course, set out 
merely as illustrations, and do not profess to be exhaus- 
tive. They may suffice, however, to drive home the 
point that the different letters of my demand formula 
do not represent channels each of them reserved, as it 
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were, for the separate action of special private groups of 
causes. They are rather public channels along all of 
which a single cause may operate at the same time. 

§ 23. Thirdly: when it has been ascertained that the 
demand schedule has been modified in a definite man- 
ner, the resultant effect upon the value of money is not a 
single thing. Ifthe quantity demanded at a given price 
is doubled, the supply schedule relevant to immediate 
effects will not be the same as that relevant to later 
effects. The change in demand introduces a series of 
changes in the value of money, extending over a long 
period and different at each moment of that period. To 
the question how the value of money will be affected, no 
intelligent answer can be given without reference to the 
time that is supposed to have elapsed since the change 
occurred. This point is easily illustrated. The imme- 
diate effect of a fall in the demand for legal tender — we 
are supposing that the legal tender substance is gold 
freely coined —is, of course, to reduce its value in 
greater or less degree. But, so soon as its value has 
fallen, a reaction is set up by way of foreign trade. 
Gold having become less valuable relatively to goods in 
one country — say England — foreigners are stimulated 
to send goods to England as a means of purchasing gold, 
and to take out a greater proportion of their debts in the 
form of gold. In this way the supply of gold is di- 
minished, and the reduction in its value that was 
brought about at the first shock is partially cancelled 
after a comparatively short time. But this is not the 
only reaction. After a somewhat longer time, the fall in 
the value of gold will lead to an increased use of that 
metal in the arts of the world as well as in the currencies 
of foreign countries. This again obviously checks the 
fall in the value of gold. If the elasticity of the arts 
demand is given, the extent to which the presence of 
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that demand checks the fall is clearly greater the 
greater is the normal consumption of the money sub- 
stance in the arts relatively to its consumption in the 
currency of the country affected. If the consumption 
in the arts is given, it is greater the more elastic is the 
arts demand. Nor is even this all. After a still longer 
interval, the fall in the value of gold may be expected to 
lead to a restriction of the industry of gold mining, 
which the fall will have rendered less profitable. It 
must, indeed, be recognized that this circumstance acts 
in a way somewhat less direct than is sometimes sup- 
posed. Thus Professor Fisher writes: “It is often 
taken for granted that, as soon as the gold production 
begins to subside, the price level will begin to subside 
also. This is a gross error. The price level does not 
depend directly on the rate of gold production, but on 
the stock of gold and other money. The question is not 
one of an increasing or decreasing annual production of 
gold. The inflowing stream of gold is of significance 
only as it affects the contents of the reservoir into which 
it flows. A lake does not cease rising the instant the 
freshet filling it reaches its maximum flow. The lake 
will still continue to rise so long as the inflow continues 
greater than the outflow. This is often long after the 
inflow has passed its maximum.’’! Nevertheless, of 
course, in the end the check to gold output checks the 
fall in its value. 

The above three influences all take a certain time to 
work themselves out. The first is perhaps more rapid 
than the second, and is certainly more rapid than the 
third. It would be convenient if we could rigidly sepa- 
rate off periods relevant to each of the three, and say, 
for instance, that in the first month, the first only would 
operate, after three months the second, and after four 


1 American Economic Review, September, 1912, p. 536. 
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months the third. This, of course, we cannot do. The 
influences are partly synchronous and partly successive. 
Their collective effect is that the supply schedule 
against which the changed demand impinges displays 
greater and greater elasticity the longer the period over 
which the effect of that changed demand is being cal- 
culated. It follows that that effect is likely to be most 
considerable at first, and thereafter to be gradually 
reduced. 

§ 24. Lastly, account must be taken of the fact that 
the demand schedule and the supply schedule for 
money are not strictly independent of one another. 
Hitherto, I have tacitly ignored this fact. To do so isin 
accordance with the practice of economists in their 
preliminary exposition of the general laws of demand 
and supply. It is usual to write the equation of demand 
p = ¢ (x) and the equation of supply p = y (x). But 
of course all economists are aware that, when the ele- 
ment of time is taken into account, a change in the 
equation of supply may react to alter the equation of 
demand, and vice versa. After a period of liberal supply, 
people may have become so accustomed to some com- 
modity that the demand schedule is raised to a higher 
level than it occupied before; and, conversely, after a 
period of keen demand, economies of production may 
have been developed that will set the supply schedule at 
a lower level than it formerly occupied. This is the 
familiar doctrine of infant demands and infant indus- 
tries. It is not susceptible of translation into demand 
and supply curves, because three variables are involved, 
but there is no difficulty about expressing it in alge- 
braic formulae. The reason that more prominence is 
not given to it in economic textbooks is that, for a large 
number of problems, abstraction can be made of it, and 
greater simplicity thereby attained, without any great 
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loss of accuracy. But all economists know that for 
some problems it is of great importance. There is 
reason to think that one aspect of it — reaction of 
supply changes upon the position of the demand sched- 
ule — has considerable significance for monetary theory. 
First, it is not improbable that a large increase in the 
supply of money might permanently lower the the 
demand schedule by diminishing the proportion (c) of 
their titles to legal tender that people choose to keep in 
actual cash. That this is likely to happen is suggested 
by Professor Cannan in the following passage: ‘‘ Nor 
do I think that, if the sovereign would only buy what 
is now half a sovereign’s worth of goods, the currency 
would be doubled; at present my average holding of 
gold is about £5, and with the rise of prices supposed, it 
might increase to £6 or £7, certainly not to £10, since 
I should prefer to go oftener to the bank for cash than I 
do now rather than to carry double the amount of gold 
about.” ! If Professor Cannan is right the reaction 
which he anticipates would, of course, cause a given 
increase in the supply of money to reduce its value 
more than it would do if there was no reaction. Secondly 
in some circumstances a large increase in the supply of 
money, by making money relatively cheap in terms of 
things, may give bankers an opportunity to render the 
basis of credit more “ solid ” by building up larger pro- 
portionate reserves. There is reason to think that this 
effect followed in some degree upon the large gold pro- 
duction that took place during the fifteen years preced- 
ing the war. A development of this kind means, of 
course, an increase in the variable h and therefore a rise 
in the demand schedule for money. If it takes place, a 
given increase in the supply of money will cause the 
value of money to fall less than it would do if this 
reaction were lacking. 


1 Economic Journal, September, 1910, p. 396. 
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VI 
Conclusion 


§ 25. This completes the summary analysis which I 
proposed to myself in writing this paper. Anyone who 
has followed it up to this point must, I think, agree, 
whether or not he is in accordance with the argument 
set out, that the elements upon which the value of 
money, and changes in that value, depend are so numer- 
ous and complex that some technical device for holding 
them together in order is absolutely essential. To 
tackle these problems without tools is like going into a 
modern battle unhelmeted and unarmed. The “ quan- 
tity theory ’’ furnishes a tool which in the skilled hands 
of Professor Irving Fisher has accomplished great 
things. But less experienced craftsmen need, I think, 
a better—a more completely fool-proof tool. It is 
this that, in the preceding pages, I have endeavored to 
provide. 

A. C. Pigov. 


Kine’s CoLipan 
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THE CONCEPT OF NORMAL PRICE IN 
VALUE AND DISTRIBUTION 


SUMMARY 


“ Primary ” value theory and distributive theory call for the same 
formulation of the market price concept but for different conceptions of 
normal price, 66. — Contrast of market price and normal price points 
of view, equilibrium between amounts vs. between rates of flow, 68. — 
Limitations; meaning of cost of production, 72. — Clark’s “ Static 
State” the same concept as Marshall’s long-period normal price of 
consumption goods, but incorrectly applied to distribution, 73. — This 
concept applicable in “ sub-distribution,” which is practically more 
important than the theorist’s division of income into general shares, 84. 
— Criticism of Marshall’s equilibrium levels of wages and interest, 89. 
— Conclusion: Marshall’s theory a correct logical definition, but appli- 
cable to reality only as determining a ‘‘ tendency ” which may be over- 
come by other tendencies; contrast with Clark; contrast with Mill, 95. 


THE present paper is an attempt to examine, clarify 
and make precise the meaning of normal price, with 
especial reference to differences in the way in which it is 
to be defined in the two leading classes of price problem 
with which economic theory deals. It will be shown 
that in what may be called primary valuation, or the 
valuation of consumption goods, normal price must be 
defined in a way which has no valid application to the 
case of secondary valuation or distribution, the valua- 
tion of productive services.' It is the writer’s belief 
that a clear distinction of issues and points of view in 


1 Superficially viewed, there seem to be three valuation problems in economics 
instead of two, relating respectively to ption goods, productive services (the 
“ usance " — Fetter — or rent of such agencies) and the sale price of the agents them- 
selves. (Durable “ consumption " goods are really production goods, as Fetter empha- 
sises.) But since the sale prices of productive goods are a function of the rate of interest, 
directly by capitalization in the case of land and indirectly through adjustment of pro- 
duction costa in the case of reproducible capital goods, it is necessary to consider but the 
two. 
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this field will remove one of two causes of confusion 
which explain much of the apparent disagreement 
among theorists, and will resolve into wars of words a 
large part of the lamentable controversies over funda- 
mentals which still characterize (and discredit) the 
science. 

The other source of confusion — to digress for a 
moment — is the pernicious concept of utility dragged 
into economics by Jevons and the Austrians. When 
two obvious facts about “ utility” are kept con- 
sistently in view, it will be seen that it is an ethical 
category and can have no place in a descriptive, 
quantitative science. The first fact is that utility is a 
function of scarcity, and the other is that it is purely 
relative. Most writers see both, ‘“ off and on” as it 
were, but occasional failures to see them are very 
disastrous. That only relative utility can be dealt with 
scientifically at all is generally recognized. But if this 
be granted it becomes clear that the facts compre- 
hended in the demand curve, in terms of price or will- 
ingness to pay money, are all that are left which can be 
measured or discussed. The only conspicuous effect 
of the introduction of utility as a concept distinguish- 
able from demand at a price is that few economists 
know much of the time whether they are speaking in 
terms of exchange values or of some wholly unformu- 
lated ideal of absolute well-being. It is necessary to 
clear thinking in this field to recognize that when we go 
beyond alternatives as they are and preferences as they 
are, we have passed from the realm of fact to that of 
what ought to be; we have crossed the line which 
divides economics from ethics, and can then proceed 
only in the light of a tenable concept of absolute value; 
there is no intermediate position. It is a good sign 
that the mathematical economists, of the Lausanne 
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school especially, are giving up the utility notion and 
separating economic science from utopia architecture. 
The others will follow. 

The discussion which follows will largely relate to 
and be based upon the work of Dr. Alfred Marshall, 
undoubtedly the most thoro and careful study yet 
made in this field, and that of Professor J. B. Clark, 
who has made current in his “ static state’ the same 
notion as Marshall’s normal price.t A comparison of 
Marshall’s and Clark’s uses of the concept will be found 
especially useful in bringing out the issues. Taking 
the simpler problem first, we may begin by considering 
the meaning and significance of the normal price con- 
cept in the theory of prices of consumption goods. As 
contrasts and comparisons of this field with that of 
“ distribution ” will frequently recur, the former will 
for the sake of brevity be referred to as “ primary 
valuation,” both being, of course, valuation phe- 
nomena. 

The general theory of price and the relations of mar- 
ket price and normal price can most easily be expressed 
by the conventional demand and supply curves. These 
apply, without alteration of form, to both analyses, but 
the interpretation is significantly different in the two 
cases. The two figures are precisely alike, and on both 
the horizontal distances have the same meaning, repre- 
senting the scale of prices of the commodity,? but the 


1 I pass over entirely the “ natural value ” of Wieser, which of course is similar in 
nothing but name to the “ natural price "’ of the classical economists or modern normal 
price. Wieser’s book seems to me to be a thoroly muddled attempt to argue in terms of 
utility without so much as attempting to define the term. In any case its assumption of 
&@ communistic state or an equal distribution of purchasing power has never achieved 
any general recognition as a successful logical device for building up a coherent body of 
value theory. 

2 It should be noted that I have interchanged the positi of the price and the 





supply and demand axes, compared with the usage of Marshall and of American text- 
books. It is more natural and more correct to think of price as the independent variable 
and treat demand and supply as functions of price, as is done in the mathematical 
analysis of Cournot and the Lausanne school. 
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vertical distances represent different conceptions of 
supply and demand. The market price analysis’ por- 
trays the situation in a market at a particular instant “ 
of time. It is a momentary or cross-section view of 
the really continuous economic process. An ordinary 
market is of course to be thought of, such as the wheat 
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pit in the Board of Trade, where a particular com- 
modity is for sale for money. The demand curve, D, 
shows by its ordinates or vertical values the amounts 
of the commodity which buyers would be willing to 
take at the time at the various prices. The supply 
curve, 8, similarly shows the amounts which would be 
offered for sale. 

Both curves are hypothetical representations of the 
situation at a moment. Jf such a price, then such a 
demand or supply, all other things equal, is the mean- 
ing, not that the functions will vary in this relation in 
time which does not follow at all. The price point, 
corresponding to the intersection of the curves, is 
simply the price at which the amount offered will be the 
same as the amount taken. The action of competition 
by which price is actually adjusted to this point is 
familiar and need not be gone into. It is not quite 
permissible to assume that in fact exchanges will take 
place at only one price, but this is the ideal result which 
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is approximated more closely as the operation of the 
market is more perfect. 

The normal price analysis, graphically represented 
by the same diagram, shows the continuous process, 
and is in this respect the more realistic of the two. 
Demand and supply are now to be taken as potential 
continuous rates of consumption and production respec- 
tively, at various prices, as opposed to the amounts in 
the preceding case.! A clear separation of the two 
meanings of the demand and supply variables, as 
absolute amounts or blocks in the one case and as 
streams or rates of flow in the other, is essential to an 
adequate understanding of the relations of market and 
normal price. In the latter the price point is that at 
which under given conditions the commodity would be 
produced and consumed at the same rate. Why it is 
normal, or stable, is obvious at once. Goods cannot 
long be consumed more rapidly than they are produced, 
and will not long be produced faster than they are con- 


1 Marshall of course saw this difference very clearly, and points it out repeatedly. 
Thus he speaks of the supply or demand as a “ flow or (annual) amount ” of the com- 
modity, and at several points inserts the phrase “ in a unit of time” or its equivalent 
(gee pp. 343, 345, etc.). He has, however, a way of making the distinction parentheti- 
cally, and does not always make it at all. Only once, I think (in the footnote on page 
344), does he use the word “ rate." He nowhere brings together and contrasts the two 
points of view, nor does he use the graphs at all in his analysis of market price. It 
seems to me an error in exposition not to emphasize this difference in viewpoint. Many 
writers (as well as readers) have failed to see it, and have been led into confusion by their 
failure. 

At one point I think Marshall's treatment involves definite error. Matters are needr 
lessly complicated, and as it seems to me the psychological facts at the same time mis- 
interpreted, by recognising the utility of money as a quantity subject to variation 
(p. 334, § 3). From thescientific point of view it must be treated as an absolute, because 
it is the point of reference from which alone the purely relative magnitudes involved 
become quantitative at all. Any other view carries us at once into an evaluation of the 
values of one individual by those of another, or by some absolute standard, which is 
unavoidable in the normative sciences of ethics and aesthetics, but will not do in a de- 
scriptive science of economics. The only tenable view of utility is that of relative utility 
per unit, which makes it merely synonymous with demand-at-a-price. Economics is a 
science of mar! is absurd that any unit of any commodity 

ve to an idual in his right mind a grea that o! r 


$e That of SANGT MRO UNOUMT Go abemtmet net with it euch concepts aa total utility Ga 
loned, and with it such concepts as total utility (in 
any other sense than value) and consumers’ surplus, both of which, if not entirely 
illusory, are at least irrelevant to economics as the science of exchange values. 
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sumed. If the adjustment were perfect, the quantity 
of goods actually in the market at any time would be 
negligible; they would merely flow through the mar- 
ket, coming in and going out at the same rate. The 
existence of an appreciable stock is the consequence of 
the fact that the adjustment is generally imperfect, and 
it serves to cushion the shock of deviations from normal 
conditions and to smooth the price curve in time. 

The word potential, again, in connection with de-’ 
mand and supply in normal price is quite as important 
as the word rate. The normal price is that at which 
production would exactly equal consumption, which it 
only rarely and accidentally does in fact. The curves 
show the rates at which consumption and production 
would take place at varying prices, other things being 
equal. Strictly speaking, other things cannot be equal. 
Any actual readjustment of the consumption or pro- 
duction of any commodity by way of bringing its 
price closer to the normal point or otherwise, must 
obviously involve changes in the consumption and 
production of other commodities, and ultimately affect 
practically the whole economic system. ‘Thus one 
price cannot be normal unless all other prices are so, 
and normality is really a condition of the whole system.' 
Hence these curves tho they represent processes in- 
volving time, must not be thought of as showing con- 
comitant variations in time; each portrays merely the 
hypothetical relation between its two variables (price 
and consumption or pre‘uction), under given condi- 
tions. It does not follow .aat when one of the variables 
does undergo change the other will change correspond- 
ingly, because many other things may happen in the 
meantime, and some other things necessarily will 
happen. 


1 Asin the system of normal equilibrium of the mathematical economists. 
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But when as in the study of primary valuation we are 
considering a single commodity, relatively unimportant 
in comparison to the whole field of demand and supply, 
and a restricted range of price fluctuation, remembering 
that outside redistributing effects are spread over 
virtually the rest of the entire economic system, these 
secondary changes do not produce great distortion in 
the curves. They may therefore be neglected without 
involving considerable error, and the curves taken as 
showing the character of the relation between the two 
variables at the time.! This qualification will be found 
to be of fundamental importance in the discussion of 
distributive theory, where a very different situation is 
met with. 

The curve of rates of supply is a cost of production 
curve. Under competition, goods will be produced at 
any price at the maximum rate at which they can be 
produced at that price; a slower rate would lead to 
abnormal profits, and a more rapid one to losses. 
What is not always so obvious, however, is that this 
fact generalized for the system means merely that pro- 
ductive services (like incomes) tend to distribute them- 
selves among competing lines of employment in such a 
way as to bring in equal returns or have equal “ specific 
importance ” in all of them. The hackneyed principle 
that normal price is the cost of production, or that 
prices tend to equal the cost of production, is really just 
another way of stating the self-evident truth that the 
natural adjustment of production as a whole is that 
adjustment in which every productive agency is put to 
its most profitable use or divided among competing 
uses in such a way as not to be more highly paid in one 
than another. Cost of production is merely the money 


1 Speaking with logical precision, it is only for an infinitesimal distance each way 
from the actual price at any time that the curve is entirely valid; it shows only the 
direction in which the function begins to vary. 
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value of the uses of productive agencies embodied in a 
thing, and these values are fixed by the competition of 
all the uses to which the services may be put. Hence 
equality of value and cost is equality of remuneration 
of the productive services in the commodity with what 
they would receive in other employments. Of course 
not all the productive services entering into any com- 
modity have or need to have an equally good compet- 
ing use; but in so far as the price of the commodity is 
determined by competitive production, some part of its 
supply is dependent upon the use of some agency to 
which this condition applies, and this is true of practi- 
cally all commodities. If it could be generally seen 
that equality of price to cost is merely alternative 
phraseology for the fundamental axiom of rational 
conduct, the distribution of limited resources to equal- 
ity of remuneration in all uses, the perennial wearisome 
controversies over cost of production, whether it is 
cause or effect of price, etc., would certainly cease; for 
in the light of this obvious truth they are in fact so 
much meaningless verbiage. 

What the potential rate of production is, at any 
price, at any moment, depends on the length of time 
hypothetically to be allowed for readjustments.! Two 
important and fairly distinguishable cases are recog- 
nized by Marshall whose theory we have followed, and 
whose definition of normal price we may now compare 
with the static state of Professor Clark. After stating 


1 We may neglect the effect of this consideration on the side of consumption, since 
here readjustments will require time only to the extent that consumers hold stocks of 
goods bought in advance and subject to limitations in the time of consumption, which 
may be assumed to be very small. 

It follows that the rate of consumption is dependent on the rate of production, rather 
than the other way. Many ists are veh t in their insistence that demand is 
causal, and production effect; it is natural to think of it this way, and it is true, in a 
teleological sense. But the readjustments which tend to bring a situation toward the 
normal when it is divergent from it, originate on the supply side. The normal price 
adjustment is an adjustment of production to a demand schedule which 
unchanged, tho of course the ption of the dity chang 
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that in discussing market price, supply means the 
stock which is “ on hand, or at all events ‘ in sight,’ ” 
he says:' “ As regards normal prices, when the term 
normal is taken to relate to short periods of a few 
months or a year, supply means broadly what can be 
produced for the price in question with the existing 
stock of plant, personal and impersonal, in the given 
time.2 When the term normal is to refer to long 
periods of several years, supply means what can be pro- 
duced [meaning again ‘‘ the rate of production pos- 
sible ”] by plant, which itself can be remuneratively 
produced and applied within the given time; while 
lastly, there are very gradual or secular movements of 
normal price caused by the gradual growth of knowl- 
edge, of population, and of capital, and the changing 
conditions of demand and supply from one generation 
to another.” Marshall’s discussion, so far as published, 
deals mainly, as he goes on to say, with the second 
meaning of normals. At another place (p. 347) he 
describes “ natural ”’ value (referring to Smith and the 
early economists) as “‘ the average value which eco- 
nomic forces would bring about if the general con- 
ditions of life were stationary for a run of time long 
enough to enable them all to work out their full 
effect.” 

Marshall’s second or long-period meaning of nor- 
mal price is identical in all respects with that which 
Professor J. B. Clark employs under the name of the 
“‘ static state.”” ‘‘ What are called ‘ natural’ stand- 
ards of values and ‘ natural ’ or normal rates of wages, 
interest and profits are, in reality, static rates. They 
are identical with those which would be realized if a 


1 Principles of Economics, p. 379. References are to the sixth edition. 
2 “ In the given time ” hereshould mean that the supply spoken of is a rate of supply 





possible at the end of the given period, other things equal; it is i tely exp 




















NORMAL PRICE IN VALUE AND DISTRIBUTION 75 


society were perfectly organized but were free from the . 
disturbances that progress causes.’’ The static stand- 
ard is defined by supposing “ that all dynamic in- 
fluences should cease at once, while static laws continue 
to operate for an indefinite time.’’! The ‘‘ dynamic 
influences ” are very explicitly enumerated: increase 
of population, accumulation of capital, improvements 
in industrial methods, improvements in business 
organization, and multiplication and refinement of 
wants. Marshall’s list is nearly the same tho not quite 
so complete; he shows more reluctance to stick 
rigidly to heroic hypotheses, as when in his working 
definition he fixes the period of readjustment at 
‘* several years,” tho in another place as noted, he also 
defines it as unlimited; he has not yet published a dis- 
cussion of the “‘ secular changes ’’ of an elaborateness of 
detail equal to Clark’s discussion of his corresponding 
‘dynamic state’ as given in his two volumes. But 
the ground covered is the same and there is no impor- 
tant difference between the two formulations of the 
idealizing hypotheses. 

It is, therefore, remarkable to find that fundamen- 
tally different use is made of the same idea by the two 
authors. With Marshall it applies exclusively to what 
we have called ‘‘ primary valuation,” the sale prices of 
things, especially consumption goods. When he comes 
to the discussion of distribution, the prices of the usance 
or rent of productive agents, he does not employ the 
concept as thus defined at all. On the other hand, it 
is precisely in connection with distribution, and here 
alone, that Clark does make use of it. He treats of 
primary valuation only in an incidental way (in his 
earlier work in which the static state hypothesis is 
elaborated), and when he discusses value it is a 

1 The Distribution of Wealth, pp. 29, 429. 
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modernized pain-cost theory that he gives us.' An 
examination of this contrast in viewpoints will throw 
light on some of the fundamentals of distributive 
theory. It will lead to the conclusion that Marshall’s 
usage is the correct one, while distributive theory calls 
for a different formulation of the normal price concept. 
But first it is necessary to make clear the contrast be- 
tween the two points of view of market price and normal 
price in the field of distribution, where they have been 
still less adequately distinguished than in primary value 
theory (in fact hardly distinguished at all in any definite 
way) and where still worse confusion has resulted. 


The theory of the market prices of productive serv- 
ices is somewhat more complex than that of consump- 
tion goods, but not different in principle, and is fairly 
well worked out in the marginal or specific productivity 
analysis.2 The demand for productive services being 
indirect, we have on this side of the relation to take 
account of ‘‘ diminishing technical productivity ” as 
well as “ diminishing utility ’’ (in the product) in draw- 
ing the demand curve. More correcily stated, we have 
the problem of proportioning factors of production in 
making different individual products combined with 
that of proportioning products in consumption. No 

1 Chap. 24. It should be added that in his later work, “‘ The Essentials of Economic 
Theory ” (chaps. 6 and 7), Clark gives a much more comprehensive analysis of value. 
This does not imply any criticism as to the “‘ soundness "’ of the one referred to above. 
It is quite true that a part of the supply of most commodities is marginal on the ground 
of “ pain-cost,” and in this sense “ pain " determines value. 

On p. 29 of the Distribution of Wealth, Clark connects the terms “ natural value ” 
and “ natural wages and interest " in a way which clearly commits him to the view that 
the underlying theory is the same in the twocases. See above, p. 74 for the quotation. 
The application to primary valuation is made a little more explicit in Essentials of 
Economic Theory, chap. 7, esp., pp. 120, 121. 


2 There is some objection (even that not well founded) to the use of the word 
“ productivity,” and some difference of opinion as to the meaning and application for 
practical purposes of the distributive theory called by this name. There is, I take it, no 
real disagr it among ists of repute as to how the hanism of petitive 








distribution actually works. 
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particular comment is called for here, except to em- 
phasize the fact that the question is exclusively one 
of proportions in both cases, which is not always 
adequately recognized. 

On the supply side there is more to be said. The 
specific productivity theory (as formulated by Pro- 
fessor Clark ') completely neglects the variability of 
the supply of productive services with their price at a 
moment, or treats it as completely invariable, which it 
is not quite justified in doing. It is true that the 
supply of any particular kind of material agent is 
given at a moment, and that generally speaking the 
whole supply will be employed at maximum capacity 
independent of price. The supply in a particular use 
is of course indefinitely variable with price, depending 
simply on adaptability. But in the case of labor and 
free capital, as groups or funds, there is some, tho a 
very limited, variability with price in the amount avail- 
able, even ata moment. A few laborers may be on the 
margin as to whether to work at all or not, depending 
on the wage offered, and many will probably work 
more or less-intensively and for a longer or shorter day. 
In a similar way, a larger or smaller share of the dis- 
posable surplus income in the society at a moment may 
be supposed to be available for investment uses at 
higher or lower interest rates. 

It is to be insisted upon, however, that the possible 
variation here is small. The supply curve is not quite 
a horizontal straight line (vertical on the usual form of 
diagram), but is very slightly inclined. The form of the 
curve at any considerable distance from the actual cur- 
rent price point is a matter of pure speculation, is of no 
significance, and should be left out of account. The 


1 Marshall is more careful here also. Principles (6th ed.), Mathematical Appendix, 
note xiv, esp., pp. 849, 850. 
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situation in regard to general wages or general interest 
is of this sort. Not only is the supply at a moment 
extremely inelastic, but the demand is almost indefi- 
nitely elastic. The result is that no possible change in 
either can in a short time cause any considerable 
change in price. This we know to be true; general 
wages and the pure interest rate change very little and 
very slowly. 

' But as a matter of fact, general wages mean rela- 
tively little anyway, and general interest perhaps not 
as much more as is sometimes supposed. Significant 
practical questions relate rather to particular kinds, or 
to agencies in particular uses. From this standpoint 
we can say of labor or any other sort of productive 
agent that the elasticity of both demand and supply 
at a moment depends mainly on its degree of speciali- 
zation. And since it matters not at all what may be 
substituted for any agency in any use, labor, land, and 
capital goods and all kinds of each replacing each other 
with all possible degrees of facility or difficulty in dif- 
ferent situations, we have but one general market price 
law of distribution. Under free competition, the in- 
come imputed to any kind of productive agency, in any 
use or in general, is such that the demand and supply 
of productive capacity in that use, or of that kind in 
general, are equal. Of course the competitive re- 
muneration is the marginal or specific product of the 
amount employed, but the variability of this amount 
with the price itself must be taken account of ina com- 
plete and correct explanation of price. The principles 
involved are evidently identical with those governing 
the market prices of consumption goods. From this 
point of view, the traditional classification of produc- 
tive agencies into the “‘factors”’ land, labor and capital 
(goods) is without significance and misleading. The 
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interest problem does remain distinct, but only because 
free capital is not a separate productive agency.' 
More important and more difficult is the problem of 
normal prices of productive services or the problems of 
normal wages, rent, quasi-rents (returns on particular 
kinds of capital goods — Marshall’s term) and interest, 
(the return on loaned free value funds). The points 
calling for notice in the present limited discussion will 
be exclusively on the supply side. Little question will 
in any case be raised as to treating the demand for pro- 
ductive services as a function of their price over long 
periods and with other things equal; at least this pro- 
cedure is as valid here as in the case of consumption 
goods. The crucial problem of normal price is that of 
normal supply — and of reactions of supply changes 
upon conditions of demand, but this will appear in 
time. We may therefore eliminate land from the dis- 
cussion at once, since it has by definition no conditions 
of supply at all.2 The distributive category designated 


1 Professor Davenport is right in attacking the traditional classification of the factors 
(Economics of Enterprise, chap. 22), but unfortunately fails to recognize the limitation 
as to the market price viewpoint. It seems, however, that he does not acknowledge the 
validity of any other viewpoint. We shall see that for the normal-price problem, the 
classification, except for the confusion of capital and capital-goods or interest and 
quasi-rent, is valid and necessary. 

2 Into the controversy as to whether land should be separated from capital goods or 
included in one class with them, we need not go deeply here. The question seems to be 
the common one of when a difference in degree becomes a difference in kind, and the 
answer to depend on the purpose for which the classification is made. The difficulty of 
identifying and measuring agencies or qualities in agencies which are really invariable in 
supply with changes in price (as land must be defined if it is to be recognized as a sepa- 
rate category) will bring the term back into our discussion at a later stage (p. 96, note). 

In this connection it is appropriate to note that it is the normal-price point of view 
which brings into theory the classification of productive agencies into the “ factors” 
land, labor, and capital (-goods). At a moment, as just observed, there are all degrees of 
complementarity and competition between agencies of all kinds, depending on the cir- 
cumstances, and only one principle of distribution can be recognized; this is the prin- 
ciple of specific productivity, which is merely a different formulation of the principle of 
rent, as Hobson and Clark especially have pointed out. But the conditions of contin- 
uous supply do differentiate the traditional three classes of productive goods in the most 
definite way (assuming that there is such a thing as “‘ land "’). Land has no conditions 
of supply at all, a fixed quantum of it being given by nature; capital goods (which is the 

* meaning of “ capital " as a productive agency) are freely reproducible in the same way as 
ordinary consumption goods; while in the case of laborers, tho the supply is variable and 
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as “‘ quasi-rents”’ may also be passed over. In the 
long run and under competitive conditions these will be 
simply the rate of interest on the cost of producing the 
goods which yield them. There are left labor and free 
capital, or wages and interest, which involve serious 
problems of normal price. 

The essential points for present purposes in these 
problems can be brought out by reverting to the con- 
trast between Clark and Marshall. Taking up first the 
view which is held to be incorrect, we shall now show 
why the concept of the static state, or long-time normal 
price, as used in primary valuation theory, is inappli- 
cable to the problem of distribution. After which, an 
examination of Marshall’s own theory of normality in 
the distributive shares (not expressly so called by him) 
will indicate that it also is subject to serious modifica- 
tion and limitation. 

The fallacy involved in the application of the static 
analysis to distribution theory is in brief that the 


| hypotheses defining the static state explicitly fix the 


supply and demand of labor and capital arbitrarily at 
the amounts available at the moment the hypotheses 
are made; and since the major premise of all normality 
reasoning is that prices must be functions of supply and 
demand, the prices are thus at the same time arbi- 
trarily fixed, and hence neither can in any proper sense 
be called “ natural.” There is manifestly no similarity 


is connected with price in several ways, the connection is of an entirely different sort 
from that which obtains in the case of things commercially produced for profit. 

It is noteworthy perhaps that a similar division can be made of consumption goods, 
but this is not generally done in any definite way, simply because two of the classes are 
relatively unimportant. Most by far of consumptive wealth is subject to free reduplica- 
tion under commercial conditions. But there are such goods which are not reproducible 
at all (analogous to land) as for example the ‘‘ Old Masters,”’ and meteoric stones which 
gave trouble to earlier economists. Examples of the third class are still harder to find, 
but they exist. Products turned out mainly for the amusement of the makers in spare 
moments, or still better those made in institutions to keep the inmates occupied, illus- 
trate the genus; these are analogous to laborers in that their supply is variable but only 
indirectly connected with their price. 
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between a stability arbitrarily imposed in this way and 
a natural stability due to the variable being in a posi- 
tion of equilibrium. If the “ five dynamic changes ” 
are eliminated, or the ‘‘ fundamental conditions of 
life ’’ remain stationary, the rates of interest and wages 
can never move from the (market-price) position they 
were in when this condition was imposed. Given a 
static population with static wants, and given also a 
static condition of technology and business organiza- 
tion, there can be no change in the demand for capital 
or labor, while the assumptions of a static population 
and no accumulation of capital explicitly preclude all 
changes in the supply; hence the price must remain 
stationary. There can be no chance for movement 
toward a position of natural equilibrium, if one could be 
defined, for there can be no movement at all; and 
certainly these conditions cannot define such a posi- 
tion. It is surely not permissible to impose conditions 
which fix the prices in question at the accidental pres- 
ent rates, and then define as normal the prices that 
“ will result ’’ under these conditions. 

This of course is not just what Professor Clark aims 
todo. The answer to the criticism would be that at the 
moment when the arbitrary conditions are imposed 
capital and labor are not getting the amounts which 
the demand and supply would fix, that a part of this 
sum, in a dynamic society at any time, is going to 
entrepreneurs in the form of profit. Under the static 
assumptions then, the redistribution of profits is sup- 
posed to bring interest and wages to a new and higher 
level, which is the normal sought for.! 


1 Distribution of Wealth, p. 407. ‘‘ On any particular day, we can say that static 
law governs society, establishing for workers a rate of pay that is higher than the actual 
rate; [and similarly for capital, p. 410) . . . the standard of pay for labor [and capital] 
at this moment is what the actual pay would be, if we were to stop all dynamic changes 
and let the fruits of the changes that have thus far been made convert themselves into 
additions to wages and interest.” 
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But this reasoning involves a fallacy, or at least a 
very improbable and wholly inadmissible assumption, 
which also strikes at the root of Professor Clark’s 
whole theory of profit. His theory involves the con- 
ception of profit — “‘ pure profit ’’ or that which is not 
reducible to wages and interest as a net aggregate dis- 
tributive share, automatically created for the benefit 
of entrepreneurs by the operation of the ‘ dynamic 
changes.”” Now it is evident that this will not do; 
the industrial system does not have quite this benevo- 
lent solicitude for any particular social class, and if 
it did, the competition for positions in the class in 
question would have to be radically dealt with. In 
the first place, it needs but to be pointed out that 


' changes as such cannot give rise to profits at all; in so 


_ far as any change can be anticipated its effects will be 


capitalized in advance and no profit will accrue. The 
change, to create a profit, must be uncertain, and if 
an expected change fails to occur, profits will accrue 
in the same way. It is uncertainty, the possibility of 
change occurring or not occurring, or the unpredictable 
character of its consequences if it does occur, and not 
change itself, which creates profit. 

Furthermore (and this is really another aspect of 
the same fact) unexpected occurrences (and failures of 


1 This may seem unfair inasmuch as Clark emphatically credits the entrepreneur 
with being himself the cause of dynamic change or of industrial progress, and treats 
profit as his remuneration for this activity. (Distribution of Wealth, p. 411). But in 
the first place there is only one of the enumerated changes (improvement in business 
organization) that can be attributed to the entrepreneur, or possibly two, if we fix our 
attention on the application of advances in technology rather than on invention. And 
even here it cannot well be contended that there is a decided tendency for the profit 
resulting from an improvement to fall into the hands of an individual entrepreneur 
solely responsible for making it. More fundamental, however, is the obvious fact that 
if the profit to be realized from an improvement can be foreseen, competition will reduce 
the profit to wages and interest at the usual competitive rates on the outlays of labor 
and capital necessary to bring about that improvement. Such wages and interest 
in dynamic operations being the same in amount and determined in the same way as 
those received in routine activities, there is no apparent reason for calling them by 
a different name. If “ pure profit" only is kept in view, it cannot be treated as a 
reward for dynamic activity. It is uncertainty or unpredictability, not change as such 
nor activity as such resulting in change, which gives rise to profit. 








NORMAL PRICE IN VALUE AND DISTRIBUTION 83 


expected ones to occur) create losses as well as profits. ” 
The actual situation is a strong competition in the 
business of anticipating the course of change and mak- 
ing adjustments to future conditions. The business 
men with superior foresight, or better luck, make gains, 
those with poorer foresight or luck, suffer losses. 
Profit arises out of the nature of the entrepreneur 
organization of industry, the concentration of uncer- 
tainty in a small economic class through the contract- 
ing for the uses of productive agencies at fixed prices in 
advance of the sale of their products, amounting to a 
distribution of income before it really comes into 
existence. It is connected with what some writers 
have called “ successful risk-taking,” a term more 
descriptive than explanatory. Whether there is any 
such net aggregate share as profit in society as a whole, 
will obviously depend on whether business men at the 
time when they contract for the use of productive 
agencies on the average over- or under-estimate the 
returns which they will ultimately realize from their 
use. Ifon the whole and in the long run they are more 
pessimistic and timid than the facts warrant, profit on 
the whole will be realized; if they are optimistic or 
rash, loss will result. 

What the facts of the case are it is of course impos- 
sible to determine accurately. But when we consider 
the stimulus of the competitive situation, the influence 
of other than economic motives and the general rule 
in the psychology of speculation and gambling under 
such conditions, it seems more probable a priori that 
the net result is a loss rather than a gain, and the better 
opinion seems to be in favor of this view. The sum of 
the incomes received by entrepreneurs as a class prob- 
ably does not quite amount in the long run to rent, 
interest and wages at competitive rates for the produc- 
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tive services which entrepreneurs as a class furnish to 
industry (outside their pure entrepreneur function). 
The static adjustment would make additions to wages 
and interest at some points, but it would make sub- 
tractions from them at others, probably fully equal if 
not greater in aggregate amount. 

The same reasoning applies to any hypothetical 
transfer of income from the wages category to that of 
interest, or in the reverse direction. There would be 
such transfers on a large scale in the course of the static 
readjustment, undoubtedly; but it is wholly inadmis- 
sible to assume that there would be an appreciable 
net balance either way. It cannot be argued that the 
“static rates”? would vary significantly either way 
from the actual rates at the time the assumptions were 
made. 

Before leaving this subject it should be pointed out 
that there is a field of distribution in which the static 
hypothesis of normality is applicable and significant.' 
That is in the more minute subdivision of income, the 
rates of pay for particular kinds of laborers and capital 
instruments (“ capital ”’ in different “‘forms’’). Here 
there would under Clark’s assumptions be much read- 
justment and significant changes in rates of remunera- 
tion, leading to a “‘ normal ”’ rate for each laborer or 
agency which is of much more concern to him, or its 
owner, than any theoretical changes in general levels, 
because the pay of any one agency at any time depends 
much more on this subdistribution of income than it 
does on its division into the primary shares. But it is 
the theory of the general levels that economists treat 
under the head of distribution, and here there would be 
no important change. 


Cf. supra, p. 78, on the subject of general wages and general interest. 
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Marshall with his characteristic caution, amountin 
at times almost to vagueness, does not lay down uni-| 
versal principles of distribution; he discusses the 
problems of interest and wages separately, each on its 
own merits, and I think does not even expressly apply 
the term ‘‘ normal ”’ in any technical sense to either of 
them.' But as he has defined normal price to be the 
condition of stable equilibrium of demand and supply, 
and since he does explicitly recognize this condition, it 
is fair to use the terms ‘“‘ normal wages ”’ and ‘‘ normal 
interest ’’ to characterize his equilibrium rates. After 
a fair and careful discussion of the connection between 
the supply of labor (quantity and quality) and wages 
(Bk. VI, chap. 2, §§ 2, 3), he concludes in perfect Ri- 
eardian style (p. 532) that “‘a rise in its [labor’s] 
demand price increases the supply of it,” that ‘‘ there 
is a certain level of the demand price which will keep 
[the supply] stationary,” and that consequently, 
‘* wages tend to retain a close tho indirect and intricate 
relation with the cost of rearing, training and sustain- 
ing the energy of efficient labor.”’ Similarly in regard 
to interest: (p. 534) “. . . a strong balance of evi- 
dence seems to rest with the opinion that a rise in the 
rate of interest, or demand price for saving, tends to 
increase the volume of saving. Thus then interest... 
tends towards an equilibrium level such that the 
aggregate demand for capital in that market, at that 
rate of interest, is equal to the aggregate stock forth- 
coming there at that rate.” * 

Perhaps the difficulties in this position may best be 
approached through an inquiry respecting the paral- 
lelism of the definition of normality in this case and in 


1 The phrase “ normal wages ” in the Table of Contents referring to Bk. VI, chap. 2, 
§§ 2-4, apparently means merely “ ordinary,” “ general,” or “ average” wages. 

2 There follows an important paragraph of qualifications and limitations partly along 
the general line of my criticisms. 
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that of primary valuation. What, we may ask, are the 
conditions which must be assumed under which the 
variables are to work themselves out toward the posi- 
tion of equilibrium? It is evident that normality 
must be a condition which the phenomenon studied 
“tends ”’ to approach, and arrived at which it would 
tend to remain stationary. That prices do not at once 
move to the position of normality and stay there is due 
to some sort of “ disturbance,” which if we are to 
understand and use the concept it must be possible to 
identify and so define the normal in terms of hypotheti- 
cal conditions under which it would be reached, as was 
done in the case of primary valuation. There must be, 
in short, ‘“‘ dynamic changes” to be eliminated or 
“‘ fundamental conditions of life’’ to be held stationary, 
while a readjustment under the influence of more con- 
‘stant and universal economic forces takes place result- 
f ing in a “ natural ” or “ static ”’ condition of industry 
\as a whole. The argument has shown that these 
idealizing assumptions must be different in this case 
from those previously used, but as some concept of 
normality is necessary in distributive theory also, to 
place it on any sort of scientific basis, it is important to 
fix the meaning of the concepts employed and their 
function and application. 

It should be recognized first of all that it is the 
changes in phenomena which stimulate our scientific 
interest and call for explanation. The operations of 
the scientific intellect are all reducible to formulating 
the unknown in terms of the known, which I suppose is 
equivalent to saying the formulation of change in terms 
of the unchanging. Now the changes in the values of 
consumption goods are relatively short-period changes, 
and the readjustments of productive arrangements to 
price changes are also quickly effected, while the read- 
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justments in consumption practically do not require 
time at all. These changes are in fact principally dom- 
inated by the shifting of demand from one field to 
another and the corresponding shifts of productive 
activity. Only in a degree so small as to be negligible 
in comparison are such (primary) price changes due to 
any permanent alteration in the demand for commodi- 
ties or in the productive capacities of society viewed as 
wholes. The serviceable hypothesis of idealization for 
primary value theory is therefore a natural or ideal dis- 
tribution of the existing fund of social productive 
capacity in relation to the existing total fund of de- 
mand in the society. Since in reasoning teleologically, 
as we properly do in economics for the most part, the 
demand schedule is the ultimate independent variable, 
it is to be taken substantially as it exists at the moment, 
tho it is wise to abstract from momentary and capri- 
cious fluctuations or smooth the curve as far as practi- 
cable. General changes in demand,' or in conditions of 
supply, even if they can be found and described, are still 
outside the sphere of purely economic reasoning, since 
the demand schedule cannot itself be viewed as depend- 
ing upon price. 

The same reasoning holds good in what we have 
called sub-distribution, the determination of the in- 
come of particular laborers, machines, acres of land, 
etc., or the remuneration of agencies of narrow classes 
and in particular uses. Fluctuations here are indeed so 
intimately connected with changes in the values of 
consumption goods as to be virtually phases of the 
same phenomenon; the conspicuous changes are the 
result of re-distributions and not changes in totals. 


1 Changes in conditions of demand or in the demand schedule, or total price-paying 
disposition in the market are of course meant. The current terminology is ambiguous, 
“ demand ” being used to designate this concept and also the actual consumption at a 
given price. The distinction is fundamental in this discussion and it is hoped that the 
terms have been used so that no confusion need result. 
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The “ normal ” returns to particular kinds of labor or to 
capital in particular uses should then have the same 
meaning and be defined with reference to the same 
static assumptions as in the case of primary values, 
which is to say those already discussed, eliminating 
changes in the general levels of the distributive shares.! 
In both cases, moreover, it seems highly desirable to 
differentiate the meaning of normal in accordance with 
the time to be allowed for readjustment, as Marshall 
does in his short-time and long-time views, and as 
Clark fails to do in any definite way. The importance 
of this lies in the fact that if a new condition of affairs 
is temporary, there will be little or perhaps no tendency 
to make the static readjustments which would bring 
the situation to the corresponding normal; hence very 
different standards have to be used in the study of 
long-period ‘and short-period fluctuations. 

The distinction between long-period and short- 
period changes is also fundamental to the problem of 
formulating static hypotheses for the definition of 
normal distributive shares in the ordinary, broader 
sense of general wages and interest. Here a very dif- 
ferent situation confronts us in the enormously greater 
extent of the changes that are to be studied and of the 


1 This problem of what I call “ sub-distribution "’ has not received attention at the 
hands of economists in proportion to its relative practical importance — tho here again 
Marshall should be distinguished for having gone very far in the right direction. This 
is the phase of distribution with which the business man or owner of productive services 
is almost exclusively concerned. Even the owner of money or “ free capital ” lent for 
investment has it in concrete property to whose market vicissitudes he is rarely indif- 
ferent. Tho general levels of interest, wages, etc., seem to have more appeal to the 
scientific interest of the theorist, men’s incomes are determined in by far the greater 
part, over periods in which individuals are int ted, by the other sort of (re-distributive 
or sub-distributive) considerations. In addition, the general levels are extremely hard 
to define satisfactorily (cf. Marshall) and finally, those slow changes which they undergo 
are largely dominated (as we shall presently show) by extra-economic forces. 

It seems to the writer that Professor Cannan has inverted the relative importance of 
distributive probl: in his distinction between “ pseudo-distribution " and distribu- 











tion proper ” (in his Theories of Production and Distribution, chaps. 7 and 8). In addi- 
tion his ‘‘ wages per laborer,” etc., do not go far enough in recognizing that it is the 
particular, concrete worker, machine, acre, etc., that we are interested in, more than 
typical or average cases. 
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time intervals over which they extend. These incomes, 
the prices of labor and capital usance, vary little in 
short periods of time but are subject to changes which 
are gradual and indefinitely continued. This means 
that the actual levels of these prices may at any time 
be relatively much farther from the normal, in terms of 
the time naturally required to effect the readjustments 
involved. 

The consequence is that the assumption underlying 
all normality reasoning, the drawing of hypothetical 
demand and supply curves in terms of price, with other 
things supposed unchanged, is here hardly admissible. 
It could be used in the case of consumption goods only 
because the fluctuations are rapid and one commodity 
nearly negligible in comparison with all the rest of the 
system. In distribution also, instead of the hosts of 
kinds of consumption goods, we are dealing with two or 
at most three ‘‘ commodities.” And still further, the 
inter-relations of the demand and supply functions of 
the commodities we are now concerned with, labor 
and capital usance, are of a peculiarly intricate and 
vital sort. 

The conditions to be held constant in order to realize 
natural or normal prices for the services of laborers and 
of capital can, as for consumption goods, be none other 
than the conditions of supply and demand of those 
commodities.1 Now as soon as the question is clearly 
put, of treating the supply and demand of capital and 
labor as definite functions of interest and wages respec- 


1 The terminology here is confused, as we have no word for the services of capital cor- 
responding to labor, the services of laborers; also from the fact that “ labor " is used as a 
collective term for laborers as well as to designate their services. Demand for either 
capital or laborers as such is really meaningless, for capital is virtually a quantity of free 
value, and laborers are not bought and sold. However, we shall for brevity use the 
expressions demand for capital and labor, meaning the services of capital and of laborers. 
The supply of capital usance may be treated as identical with that of capital, but in the 
case of labor we must consider variations in capacity and in intensity of activity in 
addition to the question of numbers (as Marshall does). 
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tively, the difficulties are brought into view. This will 
pass in the case of demand (consumption, not condi- 
tions of demand), other things equal, and Marshall’s 
argument that the supply of labor and capital tend to 
increase with an increase in wages and interest, other 
things equal, is also fairly convincing; ' but what are the 
“ other things ” that must be equal? It develops at 
once that they are principally the supply and demand 
of capital and labor themselves. Any change in any of 
these functions by way of approach to its normal rela- 
tion to price completely upsets the form of the other 
functions, and then that of the first one to vary, and so 
on without end, and there is hardly a real approach to 
an equilibrium condition at all. These reactions are by 
no means negligible here, as in the case of consumption 
goods, where changes in the price of one do indeed pro- 
duce small changes in the conditions of supply and 
demand of others but do not appreciably disturb the 
tendency to a definite equilibrium. 

Take the case of the supply of labor. Passing over 
the more immediate difficulties, let us suppose that it 
tends to be a function of the wage level, as Marshall 
argues; what is the normal supply at a given wage, and 
what are the given conditions ? Following the classical 
writers, tho with more careful reservations, Marshall, 
as we have seen, views the cost of producing laborers 
or of laboring capacity as the determining factor. Of 
course the connection between the “‘ cost’ and the 
supply in this case is quite different from that of the 
commercial cost of production of things made for 
profit, but the result might be much the same. But 
since it is the standard of living, which must operate to 
keep this functional relation unchanged, the standard 


1 This is not well stated; as it stands, it presupposes a normal state of things when 
the change in price takes place. In general terms, the supply tends to increase more 
rapidly or decrease less rapidly with an increase in price, and vice versa. 
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itself must obviously remain unchanged with changes 
in price (wages), and we know that it will not. 

However, if the standard of living itself were a 
definite function of price, of such a character that it 
tended to move to meet the latter, as it were, there 
would be a point of stability, tho with the relations 
much more complicated. In a progressive society 
something of this sort seems to take place. If the 
psychological minimum which controls the supply of 
laborers is below the scale of living of the actual wage 
level, population tends to increase, lowering the wage 
and scale of living, and at the same time the minimum 
standard of living tends to rise. Thus the position of 
equilibrium will be reached more quickly than if the 
psychological standard had remained stationary, and 
with wages at a higher level. The normal supply of 
labor is thus in some sense an indirect function of 
price. And it is not quite correct to say that the stand- 
ard of living, even the psychological standard, fixes 
normal wages; rather the normal wage is that at which 
the actual scale of living and the psychological mini- 
mum would be the same, with still other things held 
equal. The character of the function is uncertain even 
in the best-studied progressive societies and wholly 
problematical elsewhere, especially for retrogression 
where we have almost no concrete data. The ideal 
situation might be represented by intersecting curves 
in the same way as demand and supply or utility and 
disutility (i. e., varying proportions of desirable alter- 
natives) in the individual economy. 

To the extent that the standard of living is a deter- 
minate function of the wage level, there is nothing 
inherently impossible in a theory of normal wages, tho 
the situation is indefinitely complicated. But we have 
mentioned still ‘‘ other things ’’ which must be kept 
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equal. The supply must be allowed to adjust itself to 
a fixed demand schedule. Now in the case of labor it is 
obvious that any change in the supply directly involves 
a change in the demand. The number and productive 
power of laborers in large part constitutes the demand 
for their services; and it is impossible to apply such 
an analysis under such conditions. In addition, the 
amount of readjustment necessary and the rate at 
which it is likely to take place are important factors. 
Since these are such that a considerable time may be 
required to reach the normal condition, i.e., the 
divergence from normality great and the rate of change 
in supply induced by given divergence relatively slow, 
the probability of still other things entering into the 
situation and affecting the result is correspondingly 
increased. 

The fundamental importance of these considerations 
is demonstrated by a glance at the historic facts. I 
assume that the problems we are interested in studying 
are those furnished by the world in which we live, that 
is modern industrial civilization or conditions in 
western Europe and lands peopled therefrom or adopt- 
ing its culture since the Middle Ages, and especially 
since the industrial revolution. Here the psychological 
minimum has been continuously far below the actual 
scale of living (the wage level) as is proved by the fact 
that population has steadily increased. That is, the 
theoretical normal wage has been below the actual level, 
and wages should have tended to fall. We do not know 
how long it would take the increase in population and 
rise in the psychological standard to come to the posi- 
tion of equilibrium at any moment if the conditions of 
demand themselves would remain stationary. We do 
know that in relation to the speed with which the con- 
ditions of demand undergo change from other causes 
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this interval is great enough to permit these “‘ other 
things ”’ to overcome and reverse the theoretical down- 
ward tendency of wages. Instead of falling they have 
risen rapidly, when the period as a whole is taken into 
view. 

A slightly different situation of the same general 
character is met with when we turn to the problem of 
normal interest. Here also, and to a much more pro- 
nounced degree, the normal level of supply correspond- 
ing to other existing conditions at any instant has 
always been far above the actual, as is again proved by 
the fact that the actual demand has never failed to call 
forth increasing supplies; hence the theoretical normal 
rate of return has been and remained indefinitely below 
the actual rate. It would be idle to guess at what rate 
of interest new accumulation of capital would cease. 
We do know here, however, that the demand for capital 
at low rates, even without change in the present de- 
mand function itself, would be indefinitely great, and 
also that industrial progress is constantly creating new 
demand besides. In the case of interest, the change 
brought about by the increase of capital itself is dif- 
ferent from that of labor in a very interesting way. 
An increase of capital changes in the positive sense 
both the conditions of supply and those of demand of 
capital! Increased capital investments mean new 
income, and new purchasing power is new demand for 
products, and so for the “‘ factors ”’ entering into them. 
At the same time a rise in the income level means a 
decrease in the burden of saving and an increase in the 
rate at which capital would be forthcoming at any 
particular interest rate. At the same time, also, on the 
demand side, increased investments have the opposite 
effect, using up and taking out of the market invest- 
ment opportunities, presumably the best available 








- ~- — 


94 QUARTERLY JOURNAL OF ECONOMICS 


ones first at all times. Moreover, it is certain that 
even without any “dynamic change ’”’ at all, a long 
period of time would be required for sufficient capital 
to accumulate to reduce the interest rate to the 
point where accumulation would cease. That is, the 
normal position is always a long way off and there is 
unlimited room for “ other things” to get in their 
deadly work. 

The whole situation is still further complicated, and 
the results of the normality reasoning made subject to 
further discount by the inter-relations of the supply 
and demand of capital and labor. Labor and capital 
may compete as well as complement each other. An 
increase in the number of laborers is an increase in the 
demand for capital as well as for labor. An increase in 
the supply of capital, besides constituting a new de- 
mand for labor, will, since some of it must be supposed 
to accumulate in the hands of laborers, raise their scale 
of living and thus react on the conditions of supply of 
labor. This effect would be greatly magnified by such 
a situation in regard to labor as we have just noted, an 
actual wage above the normal, actual scale of living 
well above the psychological minimum, and resulting 
ease of saving on the part of laborers. The very fact 
of either the wage or interest level being divergent from 
the normal, as well as the effects of change in either, 
greatly distorts the supply and demand functions of 
the other commodity, and nearly or quite deprives its 
theoretical normal of its significance. There is hardly 
an end to the reactions and interactions of changes in 
these functions, but there is no need to follow them out 
in greater detail. They make it clearly inadmissible to 
treat the demand or supply of either capital or labor as 
a determinate function of its price, as normal-price 
reasoning of the usual type requires, and hence to 
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define a normal position of equilibrium of supply and 
demand.' 

But this is not yet all. In addition to the intercon- 
nections among these functions themselves, the “ still 
other things ”’ which must also be assumed to remain 
unchanged are likewise tied up with price changes, and 
cannot be assumed to remain stationary while the 
latter change. If these could in turn be resolved, into 
definite functions of price, i. e., if they were connected 
in determinate ways, this would not be an unsuperable 
objection theoretically, tho the number and relations 
of the functions might well offer a manifestly impos- 
sible problem for solution. But even this much is not 
true. We hsve seen in the case of the psychological 
standard of living, that it must vary when the wage 
level changes, but it is impossible to say in just what 
manner. The same applies to the relation between 
population and the effective labor supply, and still 
more to the connection between population and the 
demand for labor and the supply and demand of 
capital. 

When we turn to the other three ‘dynamic changes,”’ 
the development of wants, and the progress of techni- 
cal invention and industrial organization, the case is 
yet more hopeless. It is evident that these are con- 
nected with the price situation, but the precise char- 
acter of the connection is clearly beyond determination. 
There might conceivably be an “ equilibrium point ” 
in terms of price, a theoretical price at which improve- 
ment would cease, for these also, but we cannot use 
such a hypothesis. They are tied up with economic 


1 All this assumes, too, that the usual assumptions are sound as to the psychological 
principles involved in the laws of change in supply. It would be outside the scope of 
this paper to undertake a criticism of these psychological assumptions, tho the task is an 
inviting one. A few of the more obtrusive of the commonly overlooked features of the 
situation in the case of capital saving have been referred to in my article in the Quarterly 
Journal of Economics for February, 1916 (pp. 279 ff.). 
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progress in general, but no man can say how; they can- 
not stand still while other readjustments take place, 
yet we cannot tell definitely what will happen to them. 
Their connection with price prevents our leaving them 
out of account as “ extra-economic considerations,” 
and yet we cannot take them into account because we 
cannot ascertain their laws of change. And they are 
relatively so important as elements in our problem 
that results which do not take account of them are not 
worth much.! 

Much of this reasoning applies in principle, as we 
have seen, to the theory of normal prices of consump- 
tion goods, but owing to the different conditions and 
somewhat different nature of the problem, such con- 
siderations do not nullify a positive and rapid tend- 
ency toward a definite equilibrium. Now it will be 
seen that changes in supply of the productive factors 
give rise to changes in the theoretical supply schedule 
and therefore in the normal price of consumption 
goods — Professor Clark’s ‘‘dynamic state”’ and 
Marshall’s “ secular changes in normal price.’”’ With 
the productive factors in their normal adjustment, and 
other prices in harmony with them, the latter would be 
normal in a different, more ultimate sense than the 
theoretical normal relative to the actual prices of pro- 
ductive services at a moment. This leads to the idea of 
a kind of economic absolute, or state in which there 

1 One of the most conspicuously “ dynamic" factors in the progress of industrial 
civilization has been the discovery and development of new natural resources, which is 
also clearly an ultimate condition of supply of everything else. It is not included in 
Professor Clark’s list, nor mentioned by Marshall. It is theoretically possible to treat 
this under the head of capital, that is, to view it all as a matter of saving and investment, 
under competitive conditions, of resources already in existence. In the face of the facts, 
however, this procedure has a strong flavor of unreality, not to say of the fantastic. The 
“ production " of land no doubt tends to approach the character of deliberate capitalistic 
enterprise, like the erection of buildings or creation of any other productive agency; but 
in its earlier stages it is hardly in this category. It is surely not scientific economics to 


treat in this way the voyage of Columbus or the expeditions of the missi ies into the 
American interior, if even the more ordinary pioneering. 
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would be no tendency to change of any kind. But our 
argument has made it sufficiently clear that such a 
hypothesis is devoid of practical meaning. The effects 
of the progressive changes of society on the prices of 
consumption goods are too uncertain to work with; in 
most cases we could not tell what sign or direction such 
changes would take. Even the definite goal of the 
changes in regard to conditions of production itself 
must be left out of account. The reasoning in regard to 
normal distributive shares is useful and necessary; but 
it must be taken as relating only to tendencies at any 
time, and not mapped very far ahead, much less 
followed out to any ultimate goal. 

And in the field of primary valuation, the significant 
view is that of static or normal price with these 
things supposed fixed in the state they are in at the 
moment. Dynamic movements or secular changes are 
separate problems of little practical significance here. 
It should be seen, however, as Marshall apparently 
fails to do, that this problem of secular changes in 
normal “ primary ”’ prices is identical with that of 
normal levels of the distributive shares. At any rate, 
tho his analysis is not altogether inconsistent with this 
view, he does not point out their identity, while Pro- 
fessor Clark’s treatment involves definite confusion of 
the relations involved. His theory of normal price in 
the distribution field must be rejected, tho it is appli- 
cable to the practically more important problem of 
subdistribution, the normal remunerations of par- 
ticular agencies, or labor and capital in particular 
uses. Clark’s own position, as more fully developed 
in his Essentials of Economic Theory, is in fact a 
definite argument against the reality of any normal 
level of the distributive shares, an argument for per- 
petual progress. 
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In this respect there is an interesting contrast be- 
tween Clark’s “static state’’ and the “ stationary 
state ” of Mill, which is in fact a theory of normality in 
distribution, as the former is not. The “ static state ” 
is a mere logical expedient which the author’s main 
argument is an attempt to prove could never corres- 
pond to the facts. Mill, on the other hand, thought of 
the stationary state as an imminent reality, not an 
arbitrary supposition but a naturally static condition 
on the verge of which society always hovers.' If this 
were descriptive of reality, the theory would constitute 
a basis for a theory of normal wages and interest, 
which would be valid in a sense and to a degree which 
it cannot be as the facts stand. The conception of 
society as always hovering on the verge of a goal which 
always flies before us, however, shows the operation of 
“‘ other things,” supposedly outside the pale of economic 
analysis. About these Mill was not very explicit, and 
we have seen that in fact they cannot properly be left 
out of account as non-economic in character. 


As the foregoing analysis has necessarily been some- 
what intricate as well as long, a brief recapitulation of 
its main contentions may be useful. Logical thinking 
is possible only through abstraction, and if economic 
theory is to have the status of a deductive science, some 
formulation of ideal tendencies in the competitive proc- 

ess 18 ess 18 necessary... The more important concepts needed 
‘are a simplified view of the situation in a market 
at a given instant and a cross section of the whole 
economic system viewed as a process in time, showing 
the theoretical final equilibrium of the forces at work. 
The first is supplied by the theory of ‘‘ market price ”’ 
and the second by that of “ normal price,” both of 








1 Principles of Political Economy, Ashley edition, p. 746. 
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which have always been recognized in the literature of 
the science, but are still in need of more precise defini- 
tion and distinct separation, especially in the field of 
secondary valuation or distributive theory. Distribu- 
tion is found to call for the same conception of market 
price as primary value theory; the current analysis is 
defective in neglecting the limited but real variability 
of the supply of productive services with price at a 
moment, and in seriously underestimating the potential 
elasticity of demand under actual conditions. 

In regard to normal price, quite different formulations * 
of the idealizing hypothesis are necessary in the two 
branches of value theory. Normal primary values, or 
prices, properly assume as fixed the existing conditions 
of supply of productive services (as well as the ultimate 
conditions of demand in the society). Normal prices _ 
here are those which would result from a a natural dis- 
tribution of existing resources in elation to the exis 

“demand. But to apply this assumption in the field of 
distribution, is obviously to preclude any natural re- 
adjustment whatever, an error which appears to be 
involved in the definition of the “ Static State” of 
Professor Clark and to necessitate its rejection as a 
working concept of normality. 

A critical examination leads to the conclusion that it 
is impossible to lay down conditions under which the 
supply and price of productive services should approach 
a static or equilibrium level. The conditions of supply 
and of demand are too closely inter-related; the amount 
of readjustment necessary is too great and the rate at 
which it naturally takes place too slow; and not only 
are the “‘extra-economic considerations’ from which 
abstraction must be made relatively potent and quick 
in action, but finally and most important, they are not 
really extra-economic, but yet cannot be reducec ‘o 

















‘100 QUARTERLY JOURNAL OF ECONOMICS 


price functions; they are tied up with price in indeter- 
‘minate ways and can neither be neglected nor theoreti- 
cally taken into account. It is not possible to assume 
‘that certain elements of the situation are to remain 
fixed while others adjust themselves to them. Mar- 
shall’s equilibrium levels of wages and interest are 
therefore valid only as definitions of conditions under 
which equilibrium would obtain. The concept is useful 
and necessary, but must not be taken as giving an indi- 
cation of the goal or even the direction of actual change. 
It follows that the concept of normality in the distribu- 
tive field cannot be validly used in formulating theories 
of a more ultimate normality, or even of ‘‘ dynamic 
‘movements”’ or “ secular changes”’ in the prices of 

consumption goods. 
F. H. Kyiaur. 
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VALUE THEORIES APPLIED TO THE 
SUGAR INDUSTRY 


SUMMARY 


Recent reports on the sugar industry. The industry both agricultural 
and manufacturing; may be used to test the theories of marginal cost, 
representative firm, large and small scale production, 101. — Analysis 
by cost curves showing cane (or beet) costs, factory costs, and total 
costs, 105.— Analysis by coefficierits of dispersion, 108.— Analysis by 
Pearson’s formula for correlation, 111. — Analysis by frequency histo- 
grams and probability curves, 116. — Conclusions, 120. 


Tue publication of government reports giving facts 
and statistics in regard to industries in the United 
States affords good opportunities for testing the teach- 
ings of economic theory. During the present year two 
such reports have appeared relating to sugar — one on 
the beet sugar industry, prepared by the Federal Trade 
Commission, and the other on the cane sugar industry, 
prepared by the Department of Commerce.! The work 
on these reports has been thorough and painstaking and 
the data collected are believed to be accurate. The 
reports give details in regard to the agricultural and 
manufacturing processes, some insight into the con- 
ditions of labor, and a careful analysis of costs. There 
are also numerous statistical tables relating to almost 
every phase of the subject. 

It is the publication of such statistical tables which 
affords the economist his opportunity. The sugar 


1 Report on the Beet Sugar Industry in the United States: Federal Trade Com- 
mission, 1917. The Cane Sugar Industry: Department of Commerce, 1917. Both 
reports, tho published in 1917, describe conditions as they were in 1914. The fact that 
they refer to this earlier period makes them the more valuable for testing economic 
theory, since the situation was then not abnormal, as it has been since the outbreak of 


the European War. 
101 





102 QUARTERLY JOURNAL OF ECONOMICS 


industry is partly extractive and partly manufacturing. 
According to theory, therefore, it should illustrate, on 
the one hand, the phenomena of varying cost and pro- 
ducers’ surplus, and, on the other hand, uniform cost 
and the “ representative firm.’”’ Both phases of the 
industry are carried on by firms differing greatly in size 
and, therefore, should show differences in the economies 
of large and small scale production as applied to agri- 
cultural and manufacturing operations. It is the pur- 
pose of this paper to find out by the use of modern 
statistical methods to what extent these predictions of 
economic theory are verified. 

It would be well first to have before us, stated in 
definite form, just what, on the basis of theory as ordi- 
narily understood, we should expect our statistical 
treatment to show. We will then be able to see clearly 
to what extent our expectations are verified or fail to be 
verified, and, finally, we will attempt to make the neces- 
sary limitations and qualifications of theory to account 
for such discrepancies. 

A little more than half of the world’s supply of sugar 
is obtained from the sugar cane and a little less than 
half from the sugar beet. The sugar cane calls for a 
tropical climate, as the maximum sugar content is not 
obtained until it has been growing for over a year. It 
also calls for abundant rainfall and certain character- 
istics of soil. These conditions are realized more or less 
perfectly at various points within a belt extending 
about the earth between the thirtieth degrees north and 
south of the equator. The sugar beet, on the other 
hand, requires a temperate climate, much sunlight but 
not too intense, considerable moisture when the beets 
are young, very little or none when they are maturing 
and storing up sugar. While, therefore, the areas upon 
which sugar may be produced are widely distributed, 
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the peculiar conditions most favorable for its produc- 
tion are somewhat limited; and, the demand being 
strong and steadily increasing, it becomes necessary to 
resort to soils and climates less and less favorable to 
its production. 

Under such conditions we should expect the sugar 
industry on its agricultural side to exhibit the phe- 
nomena of commodities produced at varying cost. We 
should expect the supply curve for both cane and beet 
to be of the ascending type, with the price — allowing 
for freight differences and tariffs — near the cost to the 
marginal producer, thus yielding to more favorably 
located producers economic rent. A frequency graph 
constructed from the same data should show consider- 
able dispersion. Still, one can easily imagine conditions 
when there would be a high degree of concentration. 
For example, a country in which there was only a small 
amount of ‘ best ” land and marginal land used in the 
industry, while the great mass of the product came from 
moderately good land of uniform productivity. Again, 
a frequency graph might under some conditions be 
closely fitted by a normal probability curve, or there 
might be a decided ‘‘ skew’ to the right or the left. 
On the whole, however, we should expect a greater 
degree of concentration in costs in a manufacturing 
than an extractive industry. 

When we come to the manufacture of sugar from the 
cane or the beet we are dealing with a highly capitalized 
machine process. On the basis of theory, therefore, we 
should expect the line of costs to be of the horizontal 
type. And as the industry is in the hands of numerous 
competing producers the concept of the representative 
firm would be expected to apply. This would be indi- 
cated by a dip in the line of costs at one end to represent 
the cost of production to the “‘ supermen ” who reap a 
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certain amount of “ rent of ability,” and an elevation at 
the other end to represent the costs to the new, strug- 
gling, or moribund firms. But the line throughout the 
greater part of its extent should be approximately 
horizontal, the ordinates measuring the cost to the 
‘‘ representative firms,”’ which cost determines the price. 
It may be objected that since the factory processes 
are of the machine type, the cost of production should 
decrease with an increase in the output, and that there- 
fore the curve should descend to the right, the typical 
form for production under conditions of “ decreasing 
cost.” But it must be remembered that the descending 
type of curve introduces a time element. It may be 
defined as the locus of the right hand extremity of a 
bodily-descending, rightward-lengthening, horizontal 
line. Or rather, introducing the concept of the repre- 
sentative firm and admitting some degree of difference 
in the costs of production, the bodily-descending line 
would not be straight but, as explained above, would be 
in the form of a reversed curve, the greater part of whose 
extent was an approximately horizontal line. At any 
given instant of time the line plotted from data of costs 
should be such a reversed curve. Whether the high or 
low end of the curve appears at the right is simply a 
matter of arrangement of data. If we draw an analogy 
from the case of increasing cost, where the marginal 
cost, represented by the ordinate at the extreme right, 
determines the price, it might appear more logical in 
the case of decreasing cost, to place the low end of our 
reversed curve to the right. For altho it is the cost to 
the representative firm which determines the price 
today, it is the cost to the “ captain of industry ”’ of 
today which is likely to determine the price tomorrow. 
The concept of this paragraph may be graphically 
symbolized as shown by figure on page 105. 
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If a frequency graph were constructed from the fac- 
tory costs it should show great concentration about the 
cost to the representative firm. We should rather 
expect a fairly close approximation to the bell-shaped 
normal probability curve. However, there might be a 














“skew ” to the right or left as there chanced to be at 
the instant of taking the data a considerable portion of 
the product derived from firms inferior or superior in 
their efficiency to the representative firm. 

Finally, since it has generally been held on grounds of 
theory that agriculture is a field favorable to small-scale 
production, while manufacturing is favorable to large- 
scale production, we should expect in the cane and beet 
industry the low-cost firms to be the smaller firms, 
while in the factory processes we should expect the low- 
cost firms to be the larger firms. 

Such are the conclusions of theory. When we come 
to a statistical study of the data we find the results so 
similar from all four' sources of supply — even in the 


1 Other important sources of the sugar supply for the United States are Louisiana, 
Texas, and the Philippines. No data were obtainable from the Philippines, and the 
data from Louisiana and Texas were lacking in details essential to the purposes of this 
etudy. 
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case of beet sugar as distinguished from cane sugar — 
that any one of them may be selected for purposes of 
discussion. We will select for chief emphasis Hawaii, 
because of the detailed and scientific methods of ac- 
counting by the Hawaiian producers, and submit, with 
but little comment, diagrams illustrative of conditions 
in the other sources of supply. 

First, then, let us take the forty-five factories in 
Hawaii and from the data construct cost curves ar- 
ranged in the order of ascending total costs (Figure 2). 
The ordinates to the heavy upper line, AB, measure 
the total costs; the ordinates to the full middle line, 
CD, measure the cane costs; and the ordinates to the 
dotted lower line, EF, measure the factory costs for 
each of these producers. 

Several interesting conclusions at once suggest 
themselves from a mere inspection of the diagram. 
(1) The cane cost is a much more important element of 
the total cost than is the factory cost. (2) Both the 
cane costs and the factory costs differ widely among 
themselves. (3) The ascending line of total costs sug- 
gests the conditions predicted for an industry subject to 
the law of varying or increasing cost, and the line of cane 
costs approximately parallels the line of total costs. 
(4) The line of factory costs, however, shows little 
tendency to parallel the line of total costs. It zigzags 
across the figure above and below a nearly horizontal 
line. (5) On the whole, the low-cost factories with 
respect both to cane and factory costs appear to be the 
large factories. 

The diagram (Fig. 2) represents the factories arranged 
according to total costs. We may segregate cane costs 
and factory costs and arrange each of these in order of 
magnitude and plot corresponding diagrams. Such a 
treatment appears in Figure 3. In Figure 2, any verti- 
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cal section will intersect the factory, cane, and total 
costs of the same factory: in Figure 3, factory and cane 
costs intersected by such a section will not in general be 
for the same factory. 

The most striking feature of this diagram is the simi- 
larity of the two curves. They are both of the ascend- 
ing, varying cost type. Such a curve was to be expected 
for the cane costs, but not for the factory costs. For 
them we anticipated a horizontal line or at most a line 
approximately horizontal — slightly depressed at one 
end and elevated at the other. Of course, as explained 
above, if we had plotted our data for factory costs, 
beginning with the greatest instead of the least, the 
curve would have appeared to be descending, and per- 
haps logically this would have been the better way to 
plot it.1_ But such a construction would not alter the 
wide dispersion of costs. The ratio of the highest fac- 
tory cost to the lowest is 3.04 (.73 : .24), while the ratio 
of the highest cane cost to the lowest is only 2.15 
(3.03 : 1.41). Granting that extremes may be excep- 
tional and afford an unsatisfactory measure of disper- 
sion, the case is not much improved when we compute, 
and use as our measure, coefficients of dispersion: .135 
for cane costs and .232 for factory costs, when computed 
on the basis of average deviations, and .177 for cane 
costs and .300 for factory costs, when computed from 
standard deviations. 

That the case is not exceptional for Hawaii is shown 
by the fact that the results are similar for the other 
sources of supply, as is shown by the following table: 


1 Even in the case of production under conditions of varying cost, a curve plotted 
from data taken at any given instant of time would be steeper than the theory of 
economic rent would account for. There would be efficient and inefficient producers in 
such an industry also. The lowest cost would be that of the “ captain of industry " 
operating on the best site, who would reap both economic rent and rent of ability. The 
highest cost would be that of a new, inefficient, or decaying concern operating at a loss 
on marginal land. 
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. Measures or Dispersion in CANE (orn Beret) Costs AND 
Factory Costs In THE SuGar InpusTRY 














Soutien ial Ratio of highest cost to lowest ap on of 
character of 
—, Cane (or beet) cost Factory cost = , R.A a 
Hawaii....| 2.15 (3.03 : 1.41) | 3.04 ( .73 : .24) 135 .232 
Cuba ..... 2.12 (1.65: .78)| 3.28 ( .72 : .22) 132 .204 
Porto Rico | 1.83 (2.81 : 1.53) | 2.81 ( .71 : .25) .097 .210 
Beet Sugar | 2.73 (4.48 : 1.64) | 11.20 (4.92 : .44) 184 326 




















In the above table, in computing the coefficients of 
dispersion, the average deviation was used. Results 
very similar in the inferences to be derived from them 
would have been obtained had the standard deviation 
been used. 

It may help to visualize the matter to have all of the 
curves of costs before us. They may be studied, drawn 
to the same scale, in Figure 4. 

How are we to account for this unexpected result ? ! 
Several possible solutions suggest themselves. In the 
first place the raw material is the chief element of cost 
in the production of sugar. When the cane or beet is 
at the factory the sugar producer has already incurred 
the greater part of his expense. This is true even in the 
case of the beet sugar industry, tho to a less degree than 
in the case of cane.? The relative magnitude of cane 

1 A careful inspection of the diagrams does show, however, aslightly greater horizon- 
tal tendency for the line of factory costs than for the line of agricultural costs, in each 
case, throughout the central portion of its course. Thisslightly greater concentration is 
shown in the comparative histograms, Figure 5. It would also have shown in the 


coefficients of dispersion, had we taken the pound of sugar instead of the factory as 
the unit. To this extent the conclusions of theory are verified. 

2 The cane and beet sugar industries are not altogether comparable. The “ finished 
product " turned out by the cane sugar factories is ‘‘ raw "’ sugar, and must undergo 
another distinct process, performed by the great sugar refineries of the so-called sugar 
trust, before it is comparable with the “ refined sugar "’ which is the finished product of 
the beet sugar factories. In the beet sugar factories, therefore, the factory cost, includ- 
ing both processes, is a more important element of the total cost than it is in the cane 
éugar industry. 
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(or beet) costs and factory costs is indicated to the eye 
in the diagrams, and is shown numerically in the follow- 
ing table: 





"Ol OR” « “ee” 
I Kats. 5 sa08-0 03400 .0201 .0040 
re yer .0103 .0041 
| ee .0202 .0050 
TOUS EE. . ccc sicisees 0281 .0113 


It will be seen that the factory cost varies from about 
+ of the total cost in the case of the beet sugar industry 
to only % in the case of the cane sugar industry in 
Hawaii. While therefore the dispersion of factory costs 
as compared with their own mean is greater than the 
dispersion of cane (or beet) costs the absolute effect of 
such dispersion upon the total cost is less. For example, 
in Hawaii the ratio of .73 cent to .24 cent (factory 
costs) is much greater than the ratio of 3.03 cents to 
1.41 cents (cane costs); yet the former adds only 
.49 cent to the cost per pound of sugar while the latter 
adds 1.62 cents, and it is the absolute difference which 
counts in the competition between sellers of sugar. A 
sugar producer, therefore, can stand a relatively high 
cost in his factory if he is favorably situated with respect 
to his supply of cane or beet. The problem of para- 
mount importance to him is to reduce his cost of raw 
material. 

The close relation between the cane cost and the 
total cost is very evident to the eye from Figure 2 as 
already noted. This close relationship may be shown 
even more impressively by applying Pearson’s formula 
for correlation. The following table will exhibit the 
coefficients of correlation between cane (or beet) costs 
and total costs, factory costs and total costs, and cane 
(or beet) costs and factory costs: 
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CorrRELATIONS oF Costs IN THE SuGAR INDUSTRY CoMPUTED 
BY Pearson’s ForRMULA 














Coefficients of correlation 
Lentie Be paste 
Cane beet — 
ne (or beet) | Factory — Total wens 
Hawaii........... 935 585 .257 
I iveccccnccs 815 451 —.100 
Porto Rico. ....... 898 .234 —.231 
Beet Sugar........ .760 643 096 

















The very high, almost perfect, correlation between the 
cost of raw material and the total cost is at once appar- 
ent from the table. There is a moderate correlation also 
between the factory cost and the total, greatest in the 
case of beet where, as explained above [footnote p. 109] 
the factory cost is a more important element than is the 
case with cane. The correlation between the cane (or 
beet) cost and the factory cost is negligible.. When 
positive, it perhaps indicates that a concern which is 
efficient in operating its factory is likely also to be effi- 
cient in securing its cane or beet supply. This correla- 
tion, however, is very low, and, indeed, in Cuba and 
Porto Rico it is negative. 

But the relative unimportance of the factory opera- 
tions as compared with the agricultural operations as 
elements of the total cost could not, taken by itself, 
account for the dispersion of factory costs. If the two 
phases of the industry were entirely independent, if the 
cane or beet sold in the markets of the world at a uni- 
form price, determined, let us suppose, by the cost of 
production to a representative firm at the margin of 
cultivation, then the force of competition, acting upon 
the factories, would be much more potent in eliminating 


3 The probable errors in this set of correlations are, Hawaii, .093; Cuba, .093; 
Porto Rico, .146; Beet, .076. 
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the inefficient firms and would thus tend to bring about 
a much closer approximation to a uniform cost of pro- 
duction among them. But the two phases of the 
industry are not independent. In the Report on the 
Beet Sugar Industry, we read (page 152): 


Perhaps no other manufacturing industry is so sensibly dependent 
upon agriculture as the beet sugar industry. On the other hand, no 
other branch of farming of equal importance is so entirely dependent 
upon a strictly local industry. Other industries are dependent upon 
the farmer for their principal raw material, but their relations with 
the farmer are so distant as not to be a sensitive factor. The cotton 
manufacturer and the miller must depend upon the cotton and grain 
grower for their supplies of raw material, but millions of farmers in 
various parts of the world grow these commodities. These farm 
products are of such a character and their manufacture is of such a 
nature that they can be economically shipped thousand of miles. 
Thus the farmer and the manufacturer may be widely separated. 

Sugar beets, however, cannot be economically shipped a long dis- 
tance. Only about 124 per cent of the weight of beets is extractable 
sugar, the extreme range being about 10 per cent to about 16 per 
cent, and the average is about 124 per cent. Thus, if the freight 
charges on a ton of beets are 40 cents, or 2 cents per 100 pounds, the 
charge on the extractable sugar will average about 16 cents per 100 
pounds. It is apparent, therefore, that the sugar factory and the 
beet grower must be near each other; otherwise, the farmer must 
sell his beets at a lower price than he can afford. The sugar manu- 
facturer must obtain his beets at a price that will enable him to sell 
his product in competition with cane sugar or he will fail. 


The above was written with reference to the beet 
sugar industry, but, with the change of a few words, it 
would apply almost equally well to the cane. Under 
such conditions of production it is apparent that com- 
petition could have little tendency to reduce factory 
costs to a uniform level. An inefficient factory, pro- 
vided it were favorably located with respect to cane or 
beet supply, might continue to compete indefinitely. 
For its rival, however efficient, could not, because of 
the necessarily local character of the cane or beet 
supply, so extend its operations as to satisfy the de- 
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mand, and therefore it would not undersell and drive its 
inefficient competitor out of the race. It would prefer 
to sell at the marginal price and reap its “rent of 
ability.” This would be the result even when, as in the 
beet sugar industry, the beets are grown by nominally 
independent ' farmers and sold to the factory. The 
case is even stronger, when, as in Hawaii, the factory 
actually owns and operates its own plantations. Under 
such conditions it is obviously only the total cost that 
counts in determining whether a competitor can survive. 
A high factory cost may be offset by a low cane cost and 
vice versa. 

But even this is not the whole story. The refining of 
sugar is an independent industry. Its raw material, 
“raw ” sugar, is obtained at a uniform price (allowing 
for freight differences) in a world market. Detailed fig- 
ures are not available, but such as we have indicate that 
here also there is a wide dispersion of costs, varying from 
.36 to .59 cents per pound of refined sugar produced. 
In the absence of more complete data we can only specu- 
late as to the explanation of the persistence of such a 
dispersion. Does a partial monopoly have anything to 
do with it? Should a series of years, rather than a 
single year, be taken as a basis of investigation ? Costs 
may in the long run be uniform for competing firms tho 
differing widely for a single year, “‘ bad”’ years being 
offset by “ good” years. When the demand for a 
product is strong and increasing, do the forces of com- 
petition even in independent, manufacturing industries 
tend to bring about so nearly a uniform cost as theory 
has supposed ? New factories and a new labor force 
cannot be assembled in a day, especially when the initial 


1 “ Nominally independent,” because the farmers produce under a form of contract 
which makes them virtually little more than factory employees. Much the same rela- 
tion exists between the factories and the “ colonos " in Cuba. In Cuba, however, as in 
Hawaii, much of the cane is grown directly under the factory management. 
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outlay for fixed capital is large. Is there not always 
under such conditions a large volume of quasi rent ? 








Factory 

*  —-*FIG.5. is 
Histogram showing Cane 
costs and Factory Costs, 
reduced to Percentages,of 
45 Factories in Hawaii. 





























The whole matter suggests the desirability of gathering 
data from many industries to test this item of economic 
theory: a desirability which the increasing scrutiny of 
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governments into the conduct of private business 
enterprises is likely to make more and more a possibility. 
We have studied the degree of concentration of costs 
by means of cost curves and coefficients of dispersion. 
Another interesting method is by means of frequency 
graphs. This method has the merit of making the con- 
centration visible to the eye. It also throws light on the 
extent to which economic rent is enjoyed. The histo- 
grams shown in Figure 5 compare the factory and cane 
costs for the forty-five factories from which data were 
secured in Hawaii. In order to make a fair comparison 
the data of costs were in this case reduced to percent- 
ages before plotting so that the two histograms might 
be on the same scale. It will be noticed that both fac- 
tory and cane costs show a marked degree of con- 
centration about a cost not far from the lowest, with a 
tendency to “ tail off ” to small increments of product, 
considerably dispersed, in the direction of higher costs. 
In one respect this treatment is more instructive 
than that followed in computing coefficients of dis- 
persion, as it takes the pound of sugar produced, rather 
than the factory, as the unit. The two treatments, 
taken together, show that while there is considerable 
dispersion in costs, as between factories, the great mass 
of sugar produced in Hawaii is produced at an approxi- 
mately uniform cost, the dispersion with respect to 
factories and the concentration with respect to quantity 
of sugar applying to both factory and plantation costs, 
but more markedly with respect to factory costs. 
Figure 6 shows the distribution of total costs for 
Hawaii, Cuba, Porto Rico, and the beet sugar industry. 
In each case the histogram has been fitted with a normal 
probability curve. The shape and close fit (except in 
the case of beet) show that the distribution of costs, at 
each source of supply, follows approximately the law of 
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mathematical chance, suggesting that the greater part 
of the product is derived from land of approximately 
uniform excellence, the quantity obtained from land 
better than this being about offset by the quantity 
obtained from land inferior, and that business skill, a 


Cuba Fia.6 


Histograms showing Total Costs per pound of 
Sugar for Cane Sugar Factories in Cuba, Hawaii, 


ses and Porto Rico, and for Beet Sugar Factories in 

the Continental United States. The Histograms 
ens are fitted with normal frequency curves. 
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mental characteristic, follows much the same mathemat- 
ical law as height and weight, physical characteristics. 

The poor fit in the case of beet may possibly be ac- 
counted for by the wide dispersion of the industry 
through states of very different soil and climate — Cali- 
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fornia, Colorado, Utah, Michigan, Ohio, and some other 
states. 

The method is also interesting in illustrating the 
quantity of economic rent. The great mass of the sugar 
from Cuba is produced at a less cost than that of even 
the most efficient producers in Hawaii. The cost in 
Hawaii is on the whole less than the cost in Porto Rico, 
which in turn is less than the beet. The price for the 
year in which the data were collected averaged about 
3.7 cents per pound, New York quotations. This may 
be assumed to be the cost to the marginal producer. 
If, then, we multiply this cost by the sum of the ordi- 
nates used in plotting the curve and subtract the sum 
of the products of successive ordinates and abscissas the 
result will be the quantity of economic rent. Denoting 
the cost to the marginal producer by m the quantity of 
economic rent may be expressed by the formula, 
r= my —Zazy. (The discrete values of x and y 
used in plotting the curve must also be used in the 
formula.) In the present instance, however, there are 
some complications. The diagram was constructed on 
the basis of costs F.0.B. at the factory, excluding 
depreciation. When applying the formula to determine 
economic rent depreciation should be included. More- 
over, the histogram for Cuba should be moved bodily 
to the right a distance which is the measure of one cent 
to allow for the tariff on Cuban sugars, and the histo- 
gram for beet should be moved to the left by about half 
that amount to allow for the difference between raw and 
refined sugar. (See footnote, p. 109.) Some additional 
shifting to the left and right to allow for freight differen- 
tials would also be necessary if the result is to approxi- 
mate accuracy. Such shiftings would considerably 
lessen the range of rent-yielding costs. If the tariff 
were removed it is probable that producers now occupy- 
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ing marginal land would be squeezed out and the mar- 
ginal cost lowered by nearly ' the amount of the Cuban 
tariff. This would be shown by the disappearance of 
the right-hand portions of the beet, Porto Rican, and 
Hawaiian histograms, thus again lessening the range of 
rent-yielding costs. 

In regard to costs under large and small scale produc- 
tion, a mere glance at Figure 2 shows that in Hawaii the 
large scale producers are also the low cost producers 
with respect both to plantation and factory costs, and 
in Hawaii where the plantations are to a large extent 
owned and operated by the factories this conclusion 
derived from inspection of the diagram is warranted. 
If the forty-five factories are arranged in accordance 
with their output of sugar and are then divided into 
three groups of fifteen factories each, it will be found 
that both the cane cost and the factory cost per pound 
of sugar produced vary inversely as the scale of produc- 
tion. The larger the scale of production, the smaller the 
cost, as is shown by the following table: 














Of total out- | Tr cege bes | ound foo 

put, produce cost tory cost 
Fifteen largest factories...... 2/3 1.81 31 
Fifteen medium “_...... 1/4 2.07 38 
Fifteen smallest “ ...... 1/12 2.15 50 

















We are led to the conclusion that in Hawaii, at least, 
the economies of large-scale production apply to the 
plantation as well as the factory. 

A table constructed from the data of the beet sugar 
industry would lead to a similar inference, but in this 


1 “* Nearly,” because it is doubtful whether the full demand could be met at the 
present Cuban margin plus Cuban marketing costs. 
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case the same conclusion would not be warranted. A 
large factory will consume a large quantity of beets and 
the beet cost may be low, but since the beets are usu- 
ally purchased from a number of independent farmers 
working under contract, no inference can be drawn as 
to the scale of production. Our data do warrant us in 
concluding that the economies of large-scale production 
apply to the factory processes but not to the agricultural 
processes. Indeed, so far as we have data at all from 
the few factories that have attempted to grow their own 
beets the reverse appears to be the case. The cost of 
beets to such factories is higher than the cost when 
purchased from farmers. 

To sum up: 1. The sugar industry illustrates admir- 
ably the theories of varying costs and economic rent. 
Competing concerns continue to produce for a common 
market at widely varying costs of production even as 
regards factory costs. 2. For the purposes of the rent 
theory the industry must be taken as a whole and classed 
as extractive through all its stages to the production of 
raw sugar in the case of the cane, and refined sugar in 
the case of the beet. 3. As regards the respective econ- 
omies of large and small scale production, however, it is 
possible to discriminate between the factory and 
agricultural processes. The former shows unmistak- 
ably the economies of large-scale production in every 
region from which data were obtained, and in both 
branches of the industry. On the agricultural side, 
however, the beet sugar industry appears to verify the 
usual economic teachings in regard to the economics of 
small-scale production in extractive industries; while 
the cane sugar industry, in Hawaii at least, appear to 
offer opportunities for the highly capitalized methods 
of large-scale production on the plantation as well as in 
the factory. 
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Finally, it is hoped that this analysis may prove sug- 
gestive of methods that may be applied to data de- 
rived from other industries, and thus be of assistance in 
contributing to the much needed work of testing and 
verifying the conclusions of economic theory. 


Puitie G. WRIGHT. 








THE ADJUSTMENT OF LABOR DISPUTES 
INCIDENT TO PRODUCTION FOR 
WAR IN THE UNITED STATES! 


SUMMARY 


I. Labor problems in contracts for cantonments, 121. — Arrange- 
ment for adjustment, June 1917, 123.— II. The same problems in 
emergency shipbuilding in private yards, 126. — A similar adjustment, 
127.— III. Adjustment with Longshoremen, 128.—IV. Other cases; 
Conclusion, 130. — Appendix: text of documents on labor adjustment, 
132. 

At the beginning of the participation by the United 
States in the war, the only governmental agency for 
dealing with the labor disputes which might arise inci- 
dent to war-time production was the United States 
Department of Labor. In the past few months there 
has developed under government auspices additional 
machinery for labor adjustment in specific fields of 
activity bearing upon the conduct of the war. It is 
these which will be considered in the present paper. 


I 


The work of building cantonments for the National 
Army was the first field of the government’s war work 
in which it seriously encountered the labor problem. 
The problem here was quite distinct from those incident 
to the government’s contracts for munitions and sup- 
plies. Any system of adjustment adopted by the gov- 
ernment for the quick adjustment of wage disputes for 
the sake of insuring continuous production of munitions 
and supplies, will encounter scores of different crafts 
and grades of labor. It will further face the difficult 


1 This paper has been prepared by Mr. Wehle at the request of the Editor. 
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situations which arise because the government’s adjust- 
ments of wages will necessarily affect costs in private 
plants largely concerned with regular competitive pro- 
duction under private contracts or for the open market. 
The cantonments, on the other hand, were to be built 
in the field, in a short period of time, by an employer 
whose plant was to be devoted to one order and then 
moved away, and whose force was to be recruited from 
not over ten building trades crafts. Cantonment con- 
struction therefore presented a peculiarly fortunate op- 
portunity for an experiment in labor adjustment, which 
would perhaps serve as a guide in the more complex con- 
ditions obtaining in other fields of war-time production. 

The two outstanding serious labor considerations 
facing cantonment construction were, first, that the 
building trades are strongly organized; and, second, 
that on account of the gigantic volume of work to be 
done in a few weeks’ time, the government could not 
allow any contractor to be limited to union labor in his 
employment of workers. The expedient method for 
dealing with the labor problem in cantonment construc- 
tion seemed to be that in the event of labor disputes the 
contractor should yield to the government’s control of 
wages, hours, and conditions and then that the govern- 
ment’s control should be guided by an authority such as 
would insure submission of disputes during continuous 
production, equitable decisions, and peaceful compliance 
with the decisions. This course was rendered the more 
feasible because the contracts for cantonment construc- 
tion were not upon a fixed-price basis, but were ‘ cost- 
plus-percentage ”’ contracts, in which the contractor 
was to be reimbursed for his wage cost whatever it 
might be. Accordingly the following provision was 
inserted in the form of the War Department’s contract 
for the building of cantonments: 
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In the event of any dispute with reference to wages, hours, or 
other conditions appertaining to said work, between the contractor 
or any subcontractor and labor employed by him on said work, the 
contractor or subcontractor shall immediately notify the contract- 
ing officer (Construction Quartermaster) of the existence of such 
dispute and the reasons therefor. The contracting officer may, at 
his option, instruct the contractor or subcontractor involved in 
such dispute as to the method or steps which the contractor or sub- 
contractor should follow with reference thereto, and the contractor 
or subcontractor shall thereupon comply with such instructions. 

For some weeks prior to the issuance by the War 
Department of the contract form for cantonment con- 
struction a number of contractors had been at work 
building cantonments for the accommodation of the 
increments to the regular army, simply under a written 
memorandum of a few lines between them and the 
Quartermaster-General. In this way it happened that, 
even before the contracts were signed, labor troubles 
had arisen which impliedly carried threats of interrup- 
tion to the Department’s entire emergency building 
program. Tho some of the complaints were on wages 
and hours, the serious friction was in connection with 
open-shop conditions maintained by contractors. A 
factor which rendered the matter peculiarly difficult 
was that, altho some of the leaders of union labor 
recognized that open-shop conditions were essential, any 
formal writing for the signature of a union official 
expressly declaring such an attitude seemed out of the 
question. This largely accounts for the form of the 
negotiations which will presently be examined. 

On June 19, at a time when several disputes over 
wages and labor conditions were pending, a concise 
memorandum was entered into between the Secretary 
of War and the President of the American Federation of 
Labor, in their private capacities as individuals. 

It provided for a commission of three persons to be 
appointed by the Secretary of War. Two of these were 
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to represent the army and the public, respectively; the 
third was to represent labor, and was to be nominated 
by Mr. Gompers. It provided further, that as “‘ basic 
standards” the commission should use the “ union 
scales of wages, hours, and conditions in force on June 
1, 1917,” in the respective localities. Adjustments 
made by this commission were to be “ treated as bind- 
ing.” The phrase, “ union conditions’? was thought 
to need specific interpretation on at least one point, 
namely, the employment of non-union labor. On this 
subject, some further exchange of letters and telegrams 
took place, which made it clear that insistence upon 
the union shop was not contemplated by the labor 
representatives. A further memorandum of the same 
date specified the procedure to be followed in case of 
dispute. The text of the several documents is given 
below; they constitute the ‘‘ basic papers” of the 
arrangement. 

The cantonment adjustment commission was organ- 
ized a few days later. It met intermittently throughout 
the first three months of its existence, sometimes after 
intervals of from two to three weeks. Up to October 1, 
1917, it had held twelve meetings and had formally con- 
sidered thirty-three disputes. The continuous activity 
under the arrangement consisted, not in sittings of the 
commission, but in direct correspondence and confer- 
ences by members of the commission and by its counsel 
with union representatives and with officers in the 
Quartermaster Corps under whom cantonment con- 
struction was being carried on. It was through this 
informal process that on several occasions the open- 
shop issue, sharply raised by local unions, was disposed 
of, through the efforts of Mr. Gompers or of interna- 
tional officials, and that many other grievances were 

1 Bee p. 132. 
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handled satisfactorily to all concerned. The work of 
some of the local examiners, in investigation and in 
mediation was very helpful. 

On July 27, a supplementary memorandum was 
entered into, by which the arrangement was made 
applicable, if so ordered by the Secretary of War, to any 
other construction work which might be carried on 
during the war by the War Department. In pursuance 
of the supplementary memorandum, the Secretary of 
War extended the jurisdiction of the adjustment com- 
mission to construction work on aviation fields, and 
on September 4 to the construction of warehouse and 
storage facilities. 

On August 10, when a serious labor dispute was 
pending at a naval cantonment under construction at 
Pelham Bay, N. Y., it was agreed between the Secretary 
of the Navy and Mr. Gompers that the arrangement for 
labor adjustment for army cantonments be applied to 
naval shore construction, the members representing 
the public and labor respectively, and counsel for the 
Commission, to retain their places, and the Army 
representative to be replaced by one from the Navy. 
Thus far the Navy’s shore work has been of rela- 
tively small volume compared with that of the Army 
and has been pursued under less pressure. Up to 
October 1, it had brought no labor differences to the 
commission for adjustment under the arrangement just 
mentioned. 

To sum up: the labor adjustment machinery for 
emergency building construction may be said to have 
operated with success up to date. Roughly speaking, it 
was a bargain for union scales in exchange for the open 
shop. The promise to accept the decisions of the com- 
mission as final, i. e., not to strike, was part of the quid 
pro quo from labor. But such a promise is a necessary 
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logical corollary of any adjustment agreement, and 
further, was in this case largely a voluntary expression 
of the patriotism among union leaders and men which 
is playing a large part in the psychology of labor 
problems. 


II 


The labor-adjustment plan for the government’s 
emergency shipbuilding program in private shipyards 
was formulated hastily, under pressure of urgent neces- 
sity in the third and fourth weeks of August after 
serious conflicts had already developed. Some of its 
obvious defects may be ascribed to the compromises 
necessitated by such a situation. 

In private shipyards on the Atlantic, Pacific, and 
Gulf coasts, and on the Great Lakes, in the middle of 
August, there were being projected or constructed 
under contract with the Emergency Fleet Corporation! 
over one and a half millions of tonnage in steel and 
wooden ships. There were under construction or about 
to be under construction over a million and a half in 
tonnage commandeered or requisitioned by the Fleet 
Corporation and there were also in course of repair 
German and Austrian ships, taken over bythe President, 
aggregating over 700,000 in tonnage. The German 
ships were seized by the government and the Aus- 
trian ships were requisitioned on the basis of compen- 
sation to be determined and paid. In a number of 
private yards the Navy Department also had vessels 
under construction. At this time, strikes on the Atlan- 
tic seaboard on the work of repairing German and 
Austrian ships had been in progress for several weeks; 
cessation of work had occurred at yards on the Delaware 


1 The full title of the government board is “‘ United States Shipping Board Emer- 
gency Fleet Corporation.” 
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River; and serious difficulties were threatening ship 
production on the Pacific Coast. In the shipbuilding- 
adjustment plan there were four considerable depar- 
tures from the principles of the cantonment plan. First, 
the memorandum was entered into by representatives 
of the Navy and the Fleet Corporation not only with 
Mr. Gompers as the spokeman of organized labor, but 
also with the International presidents, as such, of 
unions involved in shipbuilding. Second, the contrac- 
tor, through his voice in the selection of the dis- 
trict mediator, and through his representation as an 
associate member of the adjustment board with voting 
power, became an important part of the adjustment 
machinery. Third, the scales of wages and hours in 
force in each plant on July 15, 1917, and not union 
scales, were made basic standards; and fourth, the 
arrangement was silent as to the union shop, simply 
defining as basic for each yard the status which existed 
on July 15, 1917. 

In other respects, the arrangement was similar to 
that for the cantonments. An adjustment board of 
three was provided for, all appointed by the Fleet 
Corporation. One of these was to represent the cor- 
poration itself; another was to represent the public, and 
was to be nominated by the President of the United 
States; and the third was to represent labor, and to be 
nominated by Mr. Gompers. An alternative represen- 
tation was provided, however, as regards the labor 
member. Two persons were to be nominated by Mr. 
Gompers — one from the metal trades, and one from 
the trades concerned with the construction of wooden 
hulls. According as the matter under consideration 
referred to the one or the other of these kinds of con- 
struction, the appropriate nominee was to act as mem- 
ber of the board. The arrangement provided further 
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for an examiner in each of a set of geographical districts, 
this examiner to be selected by the employers and by 
the representatives of labor organizations jointly. The 
duty of the examiner was to bring about adjustment of 
disputes, or in any case, to recommend terms of adjust- 
ment. The final decision was to rest with the ad- 
justment board.? 

The ‘“ Shipbuilding Labor Adjustment Board,” 
created under the arrangement just noted, was at the 
outset delayed in taking up its work, largely through 
differences which arose between the Fleet Corporation 
and certain of the shipyard owners as to how additional 
costs of constructing commandeered ships, due to wage 
increases, were to be borne. At the present writing the 
board’s work has not acquired a fixed character, and 
its effectiveness is also somewhat impaired by reason 
of the absence of the signatures to the arrangement of 
certain union officials whose organizations are concerned 
with shipbuilding. It was handicapped by the strikes 
which occurred in Pacific-coast yards in the first three 
weeks of September, while the board’s activities were 
being delayed, and which rendered its task many degrees 
more serious than was expected at the time of its cre- 
ation. It would be difficult at this time to hazard a 
conjecture as to the Board’s success, or even as to its 
effectiveness. 


III 


Late in the summer of 1917 strikes at the docks of 
New York and New Orleans had made it apparent that 
some basis for adjustment was necessary in order that 
freight movements overseas should not be subject to 
chronic interruption. The longshoremen on all coasts 
of the United States number over 150,000; of these 


1 For the text of the memorandum, see p. 136. 
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about 60,000 are members of the International Long- 
shoremen’s Association, which is affiliated with the 
American Federation of Labor. In the last days of 
August, a memorandum was signed by the Secretary of 
Labor, the Secretary of War, the Vice Chairman of the 
United States Shipping Board, the President of the 
American Federation of Labor, the President of the 
International Longshoremen’s Association, and six re- 
presentatives of steamship interests. 

The longshoremen’s agreement provided for a Na- 
tional Adjustment Commission of four persons nomina- 
ted respectively by the United States Shipping Board, 
the Secretary of War, the International Longshoremen’s 
Association, and the Committee on Shipping of the 
Council of National Defense, to represent the carriers. 
For the carriers, as for the workmen under the ship- 
building arrangement, an alternative representation 
was provided. Two persons were nominated (both 
by the Committee on Shipping of the Council of Na- 
tional Defense) to represent the carriers; one to act 
in cases involving the coastwise carriers, and the other 
in cases involving foreign service. In addition to the 
National Commission thus constituted, local adjust- 
ment commissions were provided for, made up in each 
case of three members, all appointed by the National 
Commission. One member was to represent the Fleet 
Corporation, the second the International Longshore- 
men’s Association, and the third the carriers. In this 
case again provision was made for two representatives 
of the carriers, to act respectively in matters involving 
coastwise and foreign trade. As regards union condi- 
tions, the stipulation was the same as in the canton- 
ment memorandum: the union scale of wages, hours, 
and conditions was to be adopted as the “‘ basic stand- 
ard,” and the adjustments were to be “ binding on all 


parties.” 
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A new feature of this arrangement is the local ad- 
justment commission at each port. In any general 
plan for handling labor disputes incident to munitions 
and supplies production, this feature should prove use- 
ful. The New Orleans longshoremen’s dispute is at the 
time of the writing of this paper being handled by the 
local commission, and up to the present time with 
apparent success. It is still too early to predict the 
efficacy of this undertaking, especially in view of the 
fact that the Longshoremen’s Association is at many 
points made up of local elements which do not readily 
follow the national officers. 


IV 


Conditions surrounding manufacture have received 
special attention in the War Department in connection 
with the making of clothing for the Army. Upon 
reports that some of this work was being done in tene- 
ment houses, under unsanitary conditions, an order was 
issued by the Quartermaster-General in April 1917, 
directed against home work. Investigation of com- 
plaints which were later brought to the attention of the 
department, led in August to the appointment by the 
Secretary of War of a committee of three, which was 
to recommend manufacturers for contracts based upon 
the soundness of their labor standards, to handle dis- 
putes, and to report upon conditions in the industry 
concerned. Largely perhaps because this field of pro- 
duction is occupied by rival labor organizations, this 
arrangement was not based upon a memorandum anal- 
ogous to those just examined, and there is on the 
committee no direct representative from the workers. 
Three situations have thus far received the attention 
of the committee, but without such results, as would 
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warrant a prediction on the ultimate outcome of the 
arrangement. 

It will be noted that there has been no direct attempt 
in connection with the various arrangements cited 
above, to effect a relaxation of such union regulations as 
restrict output or limit performance. In Great Britain, 
within eight months after the war had begun, the trade 
unions, in the “‘ Treasury Agreement ’’ voluntarily sur- 
rendered such regulations; and this vastly important 
contribution by union labor to British national effec- 
tiveness was followed a few weeks later by its endorse- 
ment of the Munitions Act, which made imperative 
what had been so conceded. The question has not yet 
received any serious attention in the United States. 
Fortunately one of the reasons is that in this country 
production has suffered far less than in Great Britain 
from such union regulations, and still less from the 
abuse of bad timekeeping which was so rife in England. 
Nevertheless, in some fields of manufacture the union 
restrictions seriously contract the volume of product, 
and will doubtless compel attention in some branches of 
war work before many months have passed. 

Such is the labor-adjustment machinery which has 
come into existence under governmental influence 
during the first five months of the war. It is obvious 
that its scope as yet is limited. No system of general 
adjustment or governmental control has yet been put 
into operation for dealing with strikes which may arise, 
indeed have arisen, in mines, lumber camps, machine 
shops and factories, where munitions and supplies are 
being produced for the conduct of the war. If the 
above described method of labor adjustment, which is 
still in its experimental stage in shipbuilding and in 
the work of the longshoremen, should prove effective, 
undertakings to extend it to munitions and supplies 
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production may perhaps be expected. In trying out 
that method, one crucial question, among others will 
arise: will the international presidents or other general 
officers of the unions prove strong enough to induce 
their locals to lay aside the weapon of the strike and to 
accept as final the decisions of the adjustment board? 
Important and difficult issues are involved, and it re- 
mains to be seen what will be the outcome. 


Louis B. WEHLE. 


Wasurneron, D. C. 
October 3, 1917. 


APPENDIX 


DOCUMENTS ON LABOR ADJUSTMENTS 
FOR THE WAR 


I. CONSTRUCTION AT CANTONMENTS 
AND ELSEWHERE 


1. MeMORANDUM 
June 19, 1917. 


For the adjustment and control of wages, hours, and conditions of 
labor in the construction of cantonments, there shall be created an 
adjustment commission of three persons, appointed by the Secretary 
of War; one to represent the Army, one the public, and one labor; 
the last to be nominated by Samuel Gompers, member of the Advi- 
sory Commission of the Council of National Defense, and President 
of the American Federation of Labor. 

As basic standards with reference to each cantonment, such com- 
mission shall use the union scales of wages, hours, and conditions in 
force on June 1, 1917, in the locality where such cantonment is 
situated. Consideration shall be given to special circumstances, if 
any, arising after said date which may require particular advances in 
wages or changes in other standards. Adjustments of wages, hours, 
or conditions made by such board are to be treated as binding by all 
parties. 

(Signed) Newton D. Baker. 
(Signed) SAMUEL GOMPERS. 
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2. ExpLaNaTorY LETTERS AND TELEGRAMS 
Wasaineron, June 20, 1917. 
Mr. Franx Morrison, 
Secretary American Federation of Labor, 
Washington, D.C. 
re Cantonment Construction Labor Conditions 
My pear Mr. Morrison: 

Confirming our talk over the telephone this afternoon, it must be 
clearly understood, as a basis for any labor adjustment machinery, 
that the government cannot commit itself in any way to the closed 
shop, and that the conditions in force on June 1, 1917, which are to 
serve as part of the basic standards do not include any provisions 
which have reference to the employment of non-union Jabor. In our 
telephone talk just now, I understand that you accede to this view. 
The word “ conditions ”’ is of course clearly understood to refer only 
to the union arrangements in the event of overtime, holiday work, 
and matters of that kind. This was clearly understood between 
Mr. Gompers and myself this morning when we agreed that it would 
not be legally possible at this time to insert in an understanding — 
even so much as a provision that preference be given to members of 
organized labor. 

Very truly yours, 
Louis B. WEHLE. 

Copy to Mr. Gompers. 


TELEGRAM 
New York, June 22, p.m., 4.48. 
Louis B. WEHLE, 

901 Munsey Building, Washington, D. C. 

Your understanding of the memorandum signed by Secretary 
Baker and me is right. It had reference to union hours and wages. 
The question of union shop was not included. 

SamMvueL GoMPERS. 


WasaHInerTon, June 23, 1917. 
Samvuet Gompers, Esq., 
President American Federation of Labor, 
Washington, D.C. 
re Cantonment Construction Labor Conditions 

My pear Mr. Gompers: 

I acknowledge receipt from you yesterday evening of the following 
telegram: 
“ Your understanding of the memorandum signed by Secretary 
Baker and me is right. It had reference to union hours and wages 
the question of union shop was not included. 

SaMUEL GoMPERS.” 
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This completes the record sufficiently for me to be able to deliver 
the memorandum over to Secretary Baker. So long as there was 
a possibility that any one could misunderstand the intention of the 
memorandum in connection with the question of the union shop, I 
deemed it best to keep the memorandum undelivered. Of course, 
the government could not possibly, under the present state of the 
law, commit itself in the employment of labor to employing only 
union labor or even to giving preference to union labor. 

The consummation of this informal memorandum will, I hope, 
result beneficially to all parties and be a help to the government in 
this emergency. 

Very truly yours, 
(Signed) Louris B. WEHLE. 


3. PLAN oF PROCEDURE 


Under the Memorandum of June 19, 1917, signed by 
Newton D. Baker and Samuel Gompers 


1. The Cantonment Adjustment Commission will sit at Wash- 
ington, D. C., unless specially ordered by the Secretary of War to go 
to the site of a construction. 

2. It will obtain full information of union scales of wages, hours, 
and conditions in force on June 1, 1917, in the several localities where 
cantonments are to be constructed, for such labor as is being or will 
be employed on such work. For this information the Commission 
will rely upon data furnished so far as may be practicable by the 
Department of Labor. 

3. The cantonments will be conveniently districted and the 
Secretary of War, will for the period of the construction and with the 
unanimous approval of the Commission, appoint for each district a 
responsible impartial examiner who shall act under the orders of the 
Commission. 

4. If a dispute arises which cannot be adjusted satisfactorily by 
the contracting officer (construction quartermaster) at the site to 
the employers and the employees involved, the contracting officer 
shall issue a provisional order which may be affirmed, reversed or 
modified by the Adjustment Commission. 

5. In cases where the provisional order of the contracting officer 
is not accepted, the actual work of construction shall not be inter- 
rupted, but the contracting officer shall notify the member of the 
Commission representing the Army of the matter in dispute, the 
proposals made by each party for adjustment, and of the provisional 
order which he has issued. At the same time the member of the 
Commission, designated by Mr. Gompers, shall obtain from a 
reliable source a report on the matter in dispute. 
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6. If the Commission is so notified that a dispute is not adjusted 
satisfactorily at the site, or if it learns from other sources that a dis- 
pute is in such condition, it will as speedily as possible send an 
examiner to the site. 

7. The examiner shall have authority, acting under the orders of 
the Commission to mediate between the parties. If he fails in this 
he shall report promptly and fully to the Commission with a recom- 
mendation. The examiner shall, if ordered by the Commission or 
by any one of its members, remain at the site to supply any further 
information that may be asked for. 

8. The rulings of the Commission are binding upon all parties 
concerned. 

9. Notice of a ruling shall be sent to the contracting officer and 
to the spokesmen of the parties involved in the dispute. 

10. The examiner will supervise the application of the Com- 
mission’s rulings with reference to hours, wages, and conditions and 
with reference to any accounting which may be proper under such 
ruling. Any change in wages, hours, or their application, when 
finally agreed to, or when finally fixed by the Commission, shall for 
accounting purposes be effective so far as practicable as of the date 
which may be fixed by the agreement, or by the ruling of the 
Commission. 

11. The Commission shall have power to make additional regula- 
tions in order to achieve the purpose of the memorandum, and shall 
decide all questions arising under it. 


4. SUPPLEMENTARY MEMORANDUM 
WasuinerTon, D. C., July 27, 1917. 


The arrangement for the adjustment of wages, hours, and con- 
ditions of labor, entered into between the signers of this memoran- 
dum on June 19, 1917, with reference to cantonment construction, 
may, on order of the Secretary of War, be extended to embrace any 
other construction work which ‘s now being, or may from time to 
time during the war be, carried on by the War Department, 


Newton D. Baker, 
Secretary of War. 


SaMUEL GoMPERS, 
President American Federation of Labor. 
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II. SHIPBUILDING 


MEMORANDUM FOR THE ADJUSTMENT OF Waces, Hours, AND 
ConpiTIons oF LAsor IN SHIPBUILDING PLANTS 


When disputes arise concerning wages, hours, or conditions of 
labor, in the construction or repair of shipbuilding plants or of ships 
in shipyards under the United States Shipping Board Emergency 
Fleet Corporation, or under said Shipping Board, or under contract 
with said Corporation or with said Board, adjustment of such dis- 
putes shall be subjected to an adjustment board of three persons, 
hereinafter called “the Board” to be appointed by the United 
States Shipping Board Emergency Fleet Corporation, one to repre- 
sent the said Corporation, one to represent the public and to be 
nominated by the President of the United States, and one to repre- 
sent labor, the last to be nominated by Samuel Gompers. Two 
persons shall be so nominated by Samuel Gompers — one from the 
metal trades to sit when the matter under consideration concerns 
construction of shipyards or steel ships, and one from among the 
trades primarily concerned to sit when the matter under considera- 
tion has reference to wooden hulls. Where such matter concerns 
wages, hours, or conditions applying to the production of both kinds 
of ships, only one of the two said nominees representing labor shall 
sit on said board, the question as to which of such nominees is to sit 
to be determined between them, or in the event of their disagreement 
to be determined by Samuel Gompers. When matters concerning 
any plant or plants are before the Board, it shall invite a person 
representing, and designated by, the owner or owners of such plant 
or plants, and also a person representing, or selected by, the majority 
of the workers in the particular craft or crafts directly interested in 
the disputed matters, both of said representatives to sit with voting 
power as associate members of said Board in connection with such 
matters. 

If a question coming under the jurisdiction of the Board arises 
with reference to such construction in a private plant in which con- 
struction is also being carried on for the Navy Department, the 
Secretary of the Navy or such person as he may designate shall sit 
with voting power as a member of the board. In the event of a tie 
vote, when the board is so constituted, the decision shall be referred 
to the Chairman of the Council of National Defense or to such per- 
son as he may designate. This memorandum shall in no way serve 
as a precedent for procedure in government plants under the War or 
Navy Departments. 

The plants where such construction is being carried on shall be 
geographically districted by the board. In each district, the con- 
tractors in whose plants such construction is being carried on, and 
the representatives of such international labor organizations as have 
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members engaged in such production or construction in such plants, 
and as are selected for the purpose by the labor member of the board, 
shall be called upon, under conditions to be laid down by it, to agree 
upon a@ person or persons who shall act under the direction of the 
board as Examiner or Examiners in such District. If the board does 
not succeed in having an Examiner so selected, then the board shall 
by unanimous action select a person or persons for such position. 
The Examiner shall be subject to removal by the board at any time 
by unanimous vote. It shall be the duty of the District Officer of 
the United States Shipping Board Emergency Fleet Corporation to 
report promptly to the board any dispute with reference to wages, 
hours, or conditions of labor which he is unable to adjust satisfac- 
torily to the principals concerned; but the board will take cognizance 
of such dispute when information concerning it comes from any 
source whatsoever. Before the District Officer shall refer such dis- 
pute to the board, he shall confer with the local spokesmen or repre- 
sentatives of such crafts as are involved in such dispute, or with such 
authorized heads of any local labor organizations interested therein 
as may be designated by the labor member of the board, or on their 
request with the national head or heads of such organization or 
organizations or his or their duly authorized representative or repre- 
sentatives. When it appears to the board that such dispute cannot 
be so adjusted, it will promptly send an Examiner for said district to 
such plant to bring about mutually satisfactory adjustment, the 
terms of which shall, if they receive the approval of the Examiner, 
be in a report submitted by him to the board for its ratification. If 
the Examiner does not succeed in bringing about such adjustment, 
he shall in his report to the board, recommend terms of adjustment. 
The board, after due consideration and such investigation as may 
seem necessary, shall decide the questions at issue. 

As basic standards with reference to each plant where such con- 
struction is being carried on, the board shall use such scales of wages 
and hours as were in force in such plant on July 15, 1917, and such 
conditions as obtained on said date in such plant. Consideration 
shall be given by the board to any circumstances whatever arising 
after such wages, hours or conditions were established, and which 
may seem to call for changes in wages, hours or conditions. The 
board shall keep itself fully informed as to the relation between 
living costs in the several districts, and their comparison between 
progressive periods of time. The decisions of the board shall, under 
proper conditions, be retroactive, in which case accounting such as 
may be proper shall be made in accordance with the directions of the 
board. The decisions of the board will, insofar as this memorandum 
may be capable of achieving such result, be final and binding on all 
parties; but at any time after six months have elapsed following 
such ratified agreement or any such final decision by the board on 
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any question as to wages, hours, or conditions in any plant, such 
question may be reopened for adjustment upon the request of the 
majority of the craft or crafts at such plant affected ,by such agree- 
ment or decision. 


The above final draft, being the same with minor changes as that 
agreed to by the Secretary of the Navy on August 16th, is 
hereby approved. 

F. D. Roosrvetr, 
Acting Secretary of the Navy. 

Auaust 20, 1917. 

Edward N. Hurley, Chairman U. S. Shipping Board. 

W. L. Capps, General Manager Emergency Fleet Corporation. 

Jas. O’Connell, President Metal Trades Department, A. F. of L. 

Wm. H. Johnston, President International Association of 
Machinists. 

A. J. Berres, Secretary-Treasurer Metal Trades Department, 
A. F. of L. 

Approved as approved by the above August 20, 1917. Samuel 
Gompers. 

Joseph F. Valentine, President International Molders Union, 
per 8. G. 

Representing the United Brotherhood of Carpenters and 
Joiners of America: Theobald M. Guerin, General Execu- 
tive Board, 1st Dist. 

John Donlin, President Building Trades Department, A. F. of L. 

Frank J. McNulty, President International Brotherhood of 
Electrical Workers, per S. G. 

John R. Alpine, President United Association of Plumbers, 
Gas, Steam and Hot-waters fitters, etc., per 8. G. 

Milton Snellings, President International Union of Steam and 
Operating Engineers, per 8. G. 

Jos. A. Franklin, President International Brotherhood of 
Boiler Makers, Iron Ship Builders, and Helpers of America, 
per A. J. B. 

Jas. Wilson, President Pattern Makers League of North 
America, per 8. G. 

J. W. Kline, President International Brotherhood of Black- 
smiths of America, per S. G. 

Submitted as signed: August 25, 1917 
Louis B. WEHLE. 


Wm. W. Britton, President Metal Polishers, Buffers, : etc., 
International Union of North America, per S. G. (August 
27, 1917.) 

John J. Hynes, President Amalgamated Sheet Metal Workers 
International Alliance. (August 28, 1917.) 
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III. LONGSHOREMEN 


AGREEMENT FOR THE ADJUSTMENT AND CONTROL OF WAGES, 
Hours, anp ConpiTions oF Labor IN THE LOADING AND 
UNLOADING OF VESSELS ON THE ATLANTIC, GULF, 

AND Paciric Coasts 


For the adjustment and control of wages, hours, and conditions of 
labor in the loading and unloading of vessels, there shall be created 
a National Adjustment Commission, located in Washington, D. C., 
comprised as follows: one member nominated by the Shipping 
Board; one nominated by the Secretary of War; one nominated by 
the International Longshoremen’s Association; one nominated by 
the Committee on Shipping of the Council of National Defense, to 
represent the coastwise carriers and to act only in cases involving 
coastwise service; one nominated by the Committee on Shipping of 
the Council of National Defense, to represent carriers engaged in 
foreign trade, and to act only in cases involving foreign service. 

The National Adjustment Commission shall appoint in each im- 
portant port a local adjustment commission, comprised as follows: 
one member to represent the Shipping Board and War Department; 
one to represent the International Longshoremen’s Association, 
nominated by the International Longshoremen’s Association; one 
to represent the carriers in foreign trade, nominated by the Com- 
mittee on Shipping of the Council of National Defense, and to act 
only in cases involving foreign service; one nominated by the Com- 
mittee on Shipping of the Council of National Defense, to represent 
carriers engaged in coastwise trade, and to act only in cases involving 
coastwise trade. 

The Union scale of wages, hours and conditions in force August 1, 
1917, in said port shall be adopted as the basic standard with 
reference to each such port. 

All differences which may arise in any particular port shall be 
adjusted by the local commission, if possible. In case either party is 
dissatisfied with the decision of the local commission, it may appeal 
to the National Commission for a review. 

In case of expiration of any agreement as to scale of wages, hours, 
and conditions now in force, the National Commission shall adjust 
the new scale of wages, hours, and conditions, provided an agreement 
cannot be reached by the employers and the union. 

Consideration shall be given to special circumstances, if any, 
arising after said date of August 1, or after the acceptance of a new 
scale of wages, hours, and conditions, which may require particular 
advances in wages or changes in other standards. 

In all cases work shall continue uninterruptedly pending the action 
of any local commission or the decision of the National Adjustment 
Commission. 
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All adjustments of wages, hours, and conditions made by the 
National Commission shall be binding on all parties. 

The commission shall adopt rules of procedure and shall construe 
the meaning of this agreement and any ruling made by it thereunder. 


R. B. Stevens,! 
WituraM B. Witson,? 
Newton D. Baxksr,? 
SamuEL Gompers,' 
Water Lippman,® 
P. A. 8. Franxuin,® 
H. H. Raymonp,® 
D. T. Warpen,® 

F. C. Munson,® 

L. SHearman,® 

E. M. Butt,® 

T. V. O’Connor.’ 


1 Vice Chairman, United States Shipping Board; * Secretary of Labor; * Secretary 
of War; 4 President of American Federation of Labor; * Special Assistant to the Sec- 
retary of War; * Representing shipping interests; ’ President International Long- 
shoremen’s Association. 








THE REVENUE SYSTEM OF KENTUCKY: 
A STUDY IN STATE FINANCE 


SUMMARY 


I. The general property tax under the existing system, 142. — Fran- 
chise taxes, 146.— Taxes on banks and domestic life insurance companies, 
147. — Tax on distilled spirits, 148.—-Other taxes, 149. — Detailed 
examination of franchise and bank taxes, 151. — Methods of allocating 
franchise values of interstate corporations, 157. — County finances 
(Jefferson County), 159.—School district finances, 165.— City 
finances (Louisville), 168. — II. Recommendations of tax commissions 
of 1908-09, 1912-14, and 1916, 175. — Tax laws of 1917, 178. — Esti- 
mated yield of new taxes, 182. — Effect of changes upon municipal 
revenues, 184.— A general corporation tax proposed, 187. — Esti- 
mated revenue from this source, 190. — Effect upon municipalities of 
proposed changes, 195. — III. Conclusion, 201. 


Tuts study of the revenue system of Kentucky is not 
intended to be comprehensive. It aims merely to stress 
certain features of the existing system that, in the 
opinion of the writer, require more extensive elucida- 
tion; to appraise the equitableness and the adequacy 
as revenue producers of recently passed tax laws; and, 
finally, to suggest further practicable changes or re- 
forms. Emphasis has been placed throughout upon 
the fact that no study of state taxation can proceed far 
without some knowledge of the revenue systems and 
the governmental inter-relationships of the municipal 
taxing units. Hence an attempt has been made to test 
important changes, achieved or proposed, by consider- 
ing their probable effect upon such local governmental 
units as Jefferson County, and the city of Louisville in 
Jefferson County. This procedure is peculiarly neces- 
sary in Kentucky in view of the percentually large part 


of the state income obtained from direct taxation and 
142 
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then redistributed to the localities. Notwithstanding 
this fact, no intensive study of municipal revenue 
systems has yet been made, altho some valuable ma- 
terial concerning the counties (collected by the Special 
Tax Commission of 1912-14 through questionnaires 
sent to county officials) has been compiled and pre- 
sented in an appendix to the Commission’s report. 


I. Tue Existinc Tax System 


The General Property Tax 


The details of the existing tax system need not be 
elaborated as they have been frequently expounded 
during the past few years of active reform propaganda, 
notably in the Report of the Tax Commission of 1912- 
14. The largest single source of state revenue is the 
general property tax, whose defects have long since 
become commonplaces of tax doctrine. Altho the 
nominal state rate of 55 cents per $100 is high, the 
actual rate probably is approximately half this amount, 
as it is estimated that, on the average, property is only 
assessed at slightly over 50 per cent of its market value.? 
The work of assessment, which is made the basis for 
both state and county levies, is performed under the 
supervision of the several elective county assessors and 
their deputies. Jefferson County, the most populous 
of the one hundred and twenty counties into which the 
state is divided, makes no systematic provision for 
assessments. It has no tax maps, nor does it keep 
adequate records of improvements. Yet, according 
to abundant testimony, it presents merely a typical 
example of county inefficiency in matters relating to 
assessments. The assessor, elected for four years, 
under constitutional prohibitions against reélection,? 


1 Special Tax Commission (Ky.), 1912-14. Cf. Appendix, p. 211. 
2 Ibid. * Constitution (Ky.), §§ 99, 104. 
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cannot have acquired the experience, even if he pos- 
sessed the inclination, to institute reforms on his own 
initiative. As the incumbent of the office frequently 
hopes for political preferment, it is scarcely to be ex- 
pected that the inclination to make drastic changes in 
assessment values will be strong. 

The sheriff is the tax collector for both state and 
county.' It might be well to relieve him of such in- 
congruous duties, and, in any case, methods of safe- 
guarding collections ought to be installed. The Tax 
Commission of 1912-14 called attention to the short- 
comings of the existing system by saying: ‘“‘ The 
assessment roll has ceased, except in theory, to be 
the warrant for the collection of taxes in Kentucky.” 
Generally the roll stops with the assessed values and 
taxes are not set forth. The county clerk makes out 
tax bills and gives them to the sheriff for collection. 
“The government has no adequate means of estab- 
lishing a claim to all money collected by the sheriff, 
nor has the sheriff any adequate means of defense 
against an accusation that he has collected money 
and not turned it over.’ ? 

The justice of this criticism may be tested by the 
following incident, told to the writer by a public ac- 
countant, who had been employed to unravel the 
financial entanglements of a certain county. It was 
discovered that the county assessor in collusion with 
the sheriff had omitted many names from the criginal 
assessment roll. These omitted persons had, however, 
been regularly assessed and the amounts collected with- 
held. After all taxes had been paid and the books 
totaled, the names of the “ sleepers,’’ as they were 
picturesquely dubbed, were inserted to avoid suspicion 


1 Statutes, §§ 4129, 4142, 4143, 4147. References to Carroll's ed., 1915. 
2 Special Tax Commission, 1912-14, pp. 19-20. 
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in case taxpayers wished to see the books. The inser- 
tions, made at different angles from the original en- 
tries, were easily discoverable. By comparing tax 
receipts with the assessment books, the amount of 
the defalcation was then ascertained and verified by 
comparison with the amounts due from the “‘ sleepers.” 

But even with the best intent on the part of assessors 
and sheriff-collectors, the assessment list offers direct 
encouragement to lax administration of the tax laws. 
It comprises 73 items, items 1 to 12 including forms of 
intangible personalty; 12 to 19 comprising lands, city 
and town lots (improvements not listed separately) ; 
while items 19 to 73 inclusive cover tangible personalty 
of the usual heterogeneous kinds, ranging from ma- 
chinery and raw materials to diamonds, books, and 
pianos. Many items ought to be omitted entirely, 
while others might be brought under some sort of 
intelligent group classification. 

After the local assessments have been completed, a 
State Board of Equalization, consisting of the auditor 
and seven other members appointed by the governor 
from the several appellate districts attempt to cor- 
rect inequalities of assessment among the various 
counties. The powers of the board are limited to in- 
creasing or diminishing total assessed values for the 
several counties. It is entirely unable to correct 
inequalities within the counties.! 

1 Statutes, §§ 4268, 4274, 4275. Revenue agents appointed by the auditor for the 
several counties, together with four agents at large, are supposed to prosecute the col- 
lection of back taxes, taxes on omitted property, etc. There is also a supervisor of 
revenue agents, likewise an appointee of the auditor. The agents are paid by fees, 
the proceeds of fines imposed on delinquent taxpayers. Cf. Statutes, §§ 4258-67. The 
opportunities for doing effective work may be judged by the following decisions. It was 
held in the case of the Commonwealth v. J. M. Robinson, Norton and Co. (146 Ky. 218), 
that a stat t in a proceeding by a revenue agent to assess omitted property, that the 
taxpayer had notes and mortgages worth $31,000, which it had listed for assessment at 
$3100; that it had accounts worth $1,399,000, which were listed at $7200; that it had in 


cash $62,000, which was listed at $10,000; and that its stock of goods worth $819,000 
was listed at $224,000 . . . was insufficient for failing to describe the omitted property. 
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Apologists for the general property tax lay stress 
upon its elasticity as a revenue producer. But it has 
been deprived of this virtue in Kentucky, as a fixed 
rate has been imposed for a succession of years and the 
proceeds have been distributed under rigid statutory 
regulations,’ namely — 21} cents for ordinary expenses 
of government; 26 cents for common schools; 2 cents 
for the sinking fund; one-half cent for the agricultural 
and mechanical college; 5 cents for roads. The out- 
come of this rigid adherence to definite rates has been a 
yearly increase of disbursements over receipts until 
deficits have become persistent phenomena and have 
at last forced reforms upon the state. 

Despite constitutional * commands that the whole 
resources of the sinking fund shall from year to year be 
set apart and applied to the payment of the interest 
and principal of the debt, some part of the recurrent 
deficit has been covered by drafts on this fund. How- 
ever, the funded debt is at present negligible. One 
small issue of bonds, long overdue, has never been 
presented. The interest on another (irredeemable) 
bond of $165,000 is paid to the state university and 
to the state (colored) normal school. As the other 
outstanding bonds (to the amount of $2,315,627) are 
irredeemable, being held in trust by the Board of 
Education, the disbursements of the sinking fund 
normally * consist of interest payments into the 
school fund and to the state institutions mentioned. 
Under the circumstances, there would seem to be no 
valid reason for the perpetuation of a sinking fund. 
The two cents of revenue placed annually to its credit 


Cf. Kentucky Digest, 1911-14, p. 1961, § 362. It was also held in this same case, under 
Statutes, §§ 4241, 4260, relating to the listing of omitted property for taxation, that a 
revenue agent has no authority to have undervalued property reassessed for taxation. 


1 Statutes, § 4019, § 4356x-4. * Constitution, §§ 47, 48; Statutes, §§ 4588-4606 
§ Auditor’s Report (Ky.), 1914-15, pp. 54, 163, 164. 
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could perfectly well be paid directly to the beneficiaries 
under the bond issues, and the plan would have the 
merit of leaving no unappropriated balances to be 
drawn upon in event of fiscal emergencies. 

In the Report of the state auditor for 1914-15 the 
sources of revenue are given alphabetically under 
seventy-one titles. The Special Tax Commission of 
1912-14 endeavored to classify these revenues on some 
scientific basis. Returns were divided into: 

A. Taxes Proper, including: (1) The general prop- 
erty tax; (2) license taxes; (3) inheritance 
taxes; (4) tax on foreign insurance companies. 

B. State fees. 

C. Earnings [of] state funds, and sales. 

D. Institutional earnings, or refunds and kindred 
items. 

E. Fines and forfeitures.' 

Under the returns accredited to the general property 
tax are a number of levies which, because of peculiari- 
ties in kind or uniqueness in methods of assessment, 
deserve especial mention. The franchise taxes, the 
taxes on banks, trust companies, domestic life insur- 
ance companies, and the tax on distilled spirits, are 
all assessed by state officials, the proceeds being paid 
directly into the state treasury, contrary to the usual 
practice. Leaving out of account these administrative 
differences, the question may fairly be raised as to 
whether the franchise taxes — levied upon the intan- 
gible personalty (corporate excess) of public service 
companies — are not rather in the nature of excise or 
license taxes, paid for the privilege of carrying on busi- 
_ness affected with a public interest. If other business 
enterprises were also taxed on their “‘ intangible ” capi- 
tal values the legal classification of franchise taxes as 


1 Special Tax Commission, 1912-14, pp. 23-26. 
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ad valorem property taxes would have more validity.’ 
As it is, only public service corporations are subjected 
to taxes upon their ‘‘ intangible ’’ as well as their tan- 
gible capital, and the franchise taxes are therefore 
additional impositions laid upon companies exercising 
special privileges. 

The taxes levied on state and national banks and do- 
mesticlifeinsurance companies are somewhat analogous 
to the franchise taxes, in that the methods of assess- 
ment are so devised as to enable the state to reach a 
certain amount of “ intangible’ property that, under 
ordinary methods of assessment, would escape taxa- 
tion. Altho not computed in the same way as the 
franchise taxes, they are laid on the estimated capital 
value of the companies, less deductions for real estate 
locally assessed.? Obviously the state cannot legally 
levy franchise taxes upon national banks, but practi- 
cally speaking Kentucky like many other states does 
make banking institutions a source of extraordinary 
revenue, while ostensibly taxing simply the capital 
stock, and collecting directly from the banks as agents 
for individual shareholders. 

The Kentucky Bankers’ Association, protesting 
against the system of taxation for banks in a brief pre- 
sented to the Tax Commission of 1916 states that in 
1915 the banks were assessed for approximately $52,- 
000,000 on their capital, whereas deposits in the banks 
amounting to $140,000,000 were taxed at $11,000,000. 
The total state assessment for deposits, accounts re- 
ceivable, notes, bonds, and stock in foreign corpora- 
tions only amounted to $51,000,000. ‘‘ Certainly,” 
runs the comment, ‘‘ no one believes that the citizens 


1 Kentucky Digest, May, 1911—November, 1914, § 117. ‘‘ A franchise tax is not a 
license or occupation tax, but simply an ad valorem or property tax.’ City of New- 
port v. South Covington and Cincinnati St. Ry. Co., 156 Ky. 403. 

* Statutes, §§ 4092, 4092a, 4092b, 40920, 4237a. 
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of Kentucky have invested as much in bank stocks as 
are invested in all of the above items.” ! To which it 
may be replied: certainly not; the fact is that banks 
can be easily reached and therefore have been called 
upon to pay special impositions. 

The tax on distilled spirits, altho classified as an ad 
valorem property tax, is assessed in such a manner that 
a rate in excess of the average rate on general property 
is actually imposed. As previously stated, the tax is 
assessed by state officials and the proceeds paid directly 
into the state treasury. The assessed values are then 
certified to local assessors for local taxing purposes.? 
The tax need not be paid until the whisky is withdrawn 
from bond, but meantime interest on deferred pay- 
ments is compounded at 6 per cent. This specially 
levied tax, assessed on a basis approximating full value, 
unquestionably brings in extraordinary returns. The 
very fact that distilled spirits have been singled out in 
this manner is best evidence that they are more heavily 
taxed than other forms of personal property. 


1 Taxation of Banks. Argument in behalf of Ky. Bankers’ Association, p. 12 
(Helm and Helm, General Counsel). 

The brief sets forth that, as the average tax rate for state, county, and city purposes 
in the ten largest cities of the state is about $2.80 per $100 (p. 16), the banks are com- 
pelled to pay as agents for their stockholders sums equivalent to an income tax of over 
46 per cent. 

It ought to be noted, however, that the burden of these heavy taxes is partially 
offset by the fact that the companies, after paying the local realty taxes and the tax on 
capital stock, are freed from all taxes on their investments, Hence trust companies, for 
example, doing a mortgage loan busi have ded in securing a practical monop- 
oly of this field of investment in the districts where they do business. They may issue 
their own title bonds, bearing interest at 5 per cent perhaps, and then invest the pro- 
ceeds in untaxed mortgages yielding 6 per cent or more. Needless to say, private lend- 
ing becomes a negligible factor under such circumstances. 

It is also advantageous to the banks to have their property assessed with greater 
uniformity than most property within the state. Tho the tax is assessed by state 
officials for state purposes only, the local authorities adopt more or less uniform methods 
of assessment based upon the state practice. The result of this greater uniformity is 
that the banks can more easily shift the tax burden to their customers in the form of 
higher interest rates. This shifting would be attended with great difficulties under a 
system of erratic local assessments. In any case, the resultant high loan and discount 
rates operate as a discouragement to the rapid development of credit facilities. 


2 Statutes, § 4108. 
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The total receipts from the above mentioned taxes 
amounted in 1914-15 to $817,418, divided as follows: ' 


Railroad franchises .................++: $278,205 
Miscellaneous corporations ............. 171,833 
ES PS OT ne 117,842 
ii cites enn itinn. 99,678 
EN cic dpikin 60606 .6600004,00 149,860 


Taxes levied on the tangible property of the railroads 
(assessed by the Railroad Commission) amounted to 
$353,105, while the largest single item listed by the 
auditor and accredited to the general property tax was 
the sheriff’s revenue (based on local assessments of 
property within the counties) which amounted to 
$4,151,016 (1914-15).2 The returns from all these 
sources constituted $5,321,539, out of total receipts 
amounting to $7,853,302. Under receipts, however, a 
number of minor refunds and also certain bookkeeping 
entries are recorded, which help to swell the above 
totals somewhat unduly. Among the largest of these 
items, for example, are fines and forfeitures of $234,- 
293, from which commissions to the amount of $161,945 
ought to be deducted, while from Jefferson County 
fees, totaling $270,429, $195,673 of expenditures should 
be subtracted.* 


Other Taxes 


In addition to the levies which are classified as gen- 
eral property taxes, there is an inheritance tax‘ and a 
heterogeneous collection of business and license taxes, 


1 Auditor’s Report, pp. 128, 129. 

2 The above amount includes the road tax, which is listed separately. As stated in 
the Report of the Special Tax Commission, 1912-14 (p. 22), some of the funds paid into 
the treasury are reported en gros and some are net returns. The revenue collected by 
the county sheriffs is much in excess of the amounts given above. The Board of Equali- 
sation reports taxes due (sheriffis’ revenue and road tax), 1915, at $4,879,275, a differ- 





ence of over $728,000, largely accounted for by issi on collecti and tax 
delinquencies. 
3 Auditor's Report, pp. 128, 129, 155, 156, 218. « Acts, 1916, Kentucky, ¢ 26. 
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which bring in a considerable income.' The inheritance 
tax law was materially changed during the last regular 
session of the legislature (1916). Originally a flat rate 
tax of 5 per cent on collateral inheritances with an in- 
variable exemption of $500, it has been metamorphosed 
into a general inheritance tax, with graded rates of 
taxation and varying exemption maxima. The amount 
received from the inheritance tax in 1914-15, before the 
new rates went into effect was $121,433. In the future, 
income from this source will probably be considerably 
increased. 

The innumerable license taxes on businesses, profes- 
sions, occupations, etc., are published in the auditor’s 
Report under the title: Clerks (license taxes, etc.). Some 
of these licenses are imposed for regulatory purposes, 
while all are regarded as an easy means to the end of 
more revenue. Receipts under this head amounted in 
1914-15 to $454,547. In addition, a separately listed 
dog tax brought in $86,560. The motor license fund 
was credited: with $118,874. A tax on breweries 
produced $6300; that on rectifiers $39,461; and that 
on wholesale liquor dealers, $20,600. A corporation 
license tax bringing in $119,229 (1914-15) is imposed 
annually on both domestic and foreign companies. It 
amounts to 30 cents for each $1000 of authorized capi- 
talization, represented by property owned and business 
done in the state, the minimum payment, however, 
being $10.2 Parenthetically, it may be said that the 
list of companies incorporated in Kentucky, which is 
filed in the office of the secretary of state, ought to 
constitute a valuable index to the amount of the 
authorized capitalization of domestic companies. 
Unfortunately many defunct corporations are still 
listed as extant and the books contain duplications 


1 Auditor's Report, 1914-15, pp. 128, 129. 2 Statutes, §§ 4189c, 4189i. 
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that lead to further errors. They do not, therefore, as 
they might, constitute an accurate check upon the 
returns made to the auditor’s office for license taxa- 
tion. A final important source of revenue is secured by 
a tax levied on the gross receipts of foreign insurance 
companies at a rate of $2 per $100. The payments 
amounted to $323,750 (1914-15). 

Of the total receipts from all sources, amounting to 
$7,853,302 in 1914-15, $3,373,582 was credited to the 
school fund; $218,297 was transferred to the sinking 
fund; and $54,565 went to the state university * leaving 
$4,206,856 in the general expenditure fund. No attempt 
has been made in the auditor’s Report to classify dis- 
bursements from the general expenditure fund. The 
amounts paid out by the issuance of warrants are 
arranged alphabetically under one hundred titles, total 
payments under each head being recorded monthly and 
annually. Salaries are listed separately without refer- 
ence to the departments or the functions of the salaried 
individuals, whose names and official titles simply 
appear in alphabetical order. The result is a minimum 
of information which leaves the public virtually unin- 
formed concerning the objects for which public funds 
are utilized.* 


Franchise Taxes 


As the provisions relating to franchise taxes, and 
taxes on banks and domestic life insurance companies 
are involved pieces of legislation, they require more 
detailed scrutiny than they have received in the preced- 


1 Statutes, §§ 4226, 4229. To levy taxes on gross receipts is a very usual, altho 
theoretically undesirable, method of funds. Given the difficulties 
of dealing with interstate corporations, such as these, no change in the method of 
taxing them has been suggested, altho, obviously, a tax on net premiums would fit 
more logically into the plan hereinafter proposed. 





® Auditor’s Report, 1914-15, p. 130. + Ibid., pp. 155-162. 
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ing cursory survey. The franchise taxes are assessed by 
the State Board of Valuation and Assessment and by 
the Railroad Commission. The former important board 
consists of the auditor, the treasurer, and the secretary 
of state 1 — elective officials who may or may not have 
the slightest knowledge of the technical matters con- 
cerning corporate assessments that they will be called 
upon to decide. The Railroad Commission, consisting 
of three appointees of the governor, is entrusted with 
the task of valuing the tangible property of railroads 
and of such electric railways as do not fall entirely 
within a local taxing district. The Board of Valuation 
is supposed to ascertain franchise values by deducting 
the assessed value of tangible property from the total 
capital value as computed by it. Altho, in the case of 
railroad franchises, the work of assessment is divided 
between the two boards, there seems to be little 
codperation between them. Until the last fiscal year, 
the Board of Valuation has been a year behind the 
Railroad Commission in making assessments. For 
example, the franchise valuations fixed in August, 
1916, were not based on the returns for the fiscal year 
ending July 30, 1916, but on the returns for the preced- 
ing year. The Board of Valuation planned to make 
two assessments in the summer of 1916 in order to 
bring its work up to date. The division of the work of 
assessment has always been, as the Railroad Commis- 
sion stated in its 35th Report, “‘ inconvenient, compli- 
cated, and calculated to confuse the public.” The 
Commission also emphasized the difficulty of valuing 
the tangible property of the roads as such, without 
taking into account the intangible elements that give 
them value. The Railroad Commission apparently has 
never based its assessment upon any scientific methods 


1 Statutes, § 4077. 
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of appraisal. Indeed, it has admitted its failure even 
to obtain the facts essential to any adequate valuation, 
stating that the filed reports of the companies give 
meager information and are criticized by witnesses as 
misleading.’ 

For the other public service companies subject to 
franchise taxation, such as gas, electric light, bridge, 
ferry, water, and street railway companies, assess- 
ments are made by the Board of Valuation alone, and 
deductions for tangible properties, assessed locally, are 
based on returns from county clerks. In cities of the 
first class — i. e., Louisville — the city assessor may 
and does make independent assessments of franchise 
values for all but traction companies.? For these latter, 
he must accept the valuations certified to him by the 
state boards. 

All franchises are taxed, not only by the state, but 
by the counties and other municipal taxing units. A 
company doing business in Louisville may pay state 
and county taxes on one basis of valuation, and city 
taxes on another basis which may diverge from the 
state assessment to a considerable extent. 

What is the method used to determine franchise 
values ? The forms on which the companies report, 
ask for statements of the amount of capital stock (par 
and “ real’ value); bonded and other indebtedness; 
surplus; undivided profits; other assets. A company 
is asked to state its gross earnings, and the net earnings 
are then computed by deduction of the following items: 
salaries, wages, interest, dividends, enlargement of 

1 Statutes, §§ 4096-98. Thirty-fifth Annual Report of the Railroad Commission, 
1914, pp. xxiii, xxiv. In accordance with recently passed legislation, the railroads will 
be required to furnish the assessing authorities (i. e., a newly created State Tax Com- 
mission) upon request, copies of al] reports of earnings made to the Interstate Com- 


merce Commission. Chap. xi, § 10, Acts, Ky., Extraordinary Session, February—April, 
1917. 


2 Statutes (City Charter), § 2084a. 
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plant, maintenance of equipment, depreciation and 
other expenses. Then comes a statement of the 
amount and value of tangible property in the state 
together with its location; and finally the value of all 
property, tangible and intangible, owned outside the 
state. Railroads must also give the length of the lines 
owned, leased, or controlled in each county, city, town 
and taxing district; their total mileage; net and gross 
earnings inside and outside the state on business done 
in the state; and total net and gross earnings. In 
order to estimate the capital value of the companies 
reporting, the Board of Valuation and Assessment 
usually capitalizes net earnings at 6 per cent and then 
reduces this total 20 per cent, on the assumption that 
other property in the state is not taxed at full value. 
Last year the Board planned to assess at full value on a 
7 per cent basis of capitalization. From the capital 
value so computed the value of the tangible property is 
deducted, the remainder representing franchise value or 
intangible personalty — that which in some states is 
called the corporate excess. 

It should be said that the net earnings which are 
actually capitalized are not identical with the net earn- 
ings as returned in the franchise tax statements, the 
latter representing merely an undisbursed surplus. 
The net returns are properly taken to include interest 
on bonded indebtedness, dividends, and enlargement 
of plants. An examination of returns, filed in the 
auditor’s office, also revealed the fact that some ob- 
viously padded pay rolls and unnecessarily large allow- 
ances for depreciation had been made to contribute their 
quota to the demarcation of net earnings. When it was 
evident that business had been bad, and dividends not 
earned, the Board exercised discretion in valuing capital 


1 Information unpublished. 
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stock, sometimes reducing that value below the amount 
that would have obtained under a strict application of 
its rule. Indeed, the Board seems to have considerable 
latitude in the selection of methods of finding capital 
value. 

But the Board of Valuation has little detailed infor- 
mation at its disposal and that which it has is not likely 
to be reliable. The forms on which reports are made 
afford too many loopholes for misstatements and mis- 
takes, even on the part of the well-meaning. There is 
no definition of terms, no recital of items to be included 
or excluded under the several headings. There is no 
way of knowing, for example, how the various com- 
panies have interpreted the permission to make allow- 
ance for depreciation, how they have distinguished 
between outlays for enlargements and for maintenance, 
what returns they have seen fit to include under gross 
earnings. In short, there is no method for checking the 
correctness of these statements, unless discrepancies are 
patent on their face. 

The taxes levied on banks, trust companies, and 
domestic life insurance companies are taxes on presum- 
able personalty, collected from the corporations as 
agents for their shareholders.!. As previously stated, 
values are determined independently for state purposes 
and state taxes are paid directly into the state treasury. 
The procedure for estimating capital value is somewhat 
extraordinary and wholly irrational. To the amount of 
the capital stock, taken at par, is added 80 per cent of 
the surplus and undivided profits, the sum being re- 
garded as the capital value. The value of real estate, 
locally assessed, is then deducted, to obtain the value 
of the intangible property for purposes of state taxa- 


1 Domestic life insurance companies have their capital stock valued by methods 
similar to those employed in valuing bank stock. They are not taxed on gross receipts. 
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tion. For local tax levies, independent assessments of 
this same intangible property are made.' The writer 
has been told that the provision permitting deduction 
of realty values gives rise to certain well-known eva- 
sions, such as the temporary deeding of property to the 
companies for the purpose of reducing assessments. 
Individual holders of shares of stock of public service 
companies subject to the franchise taxes, and owners of 
bank and insurance company stock, are exempt from 
further taxes.? But in the taxation of foreign corpora- 
tions doing business within the state, a curious situa- 
tion arises. Such a company must pay a tax on at least 
one per cent of its total business, but even if it pays no 
more than this minimum, the resident holders of its secu- 
rities have heretofore been as completely exempted as if 
they owned the stock of fully taxed domestic corporu- 
tions.* If the public service companies in question are 
adequately taxed in the other states where they are 
doing business, no special discrimination arises in favor 
of holders of foreign stock as against domestic stock- 
holders. On the contrary, a tax levied by Kentucky on 
owners of such stock would constitute an extra burden. 
But since resident owners of the stock of foreign public 
service companies, doing no business at all within the 
state, are taxable on the full value of their shares, there 


1 Returns secured from auditor’s office, Frankfort, Ky. This past year the 
Board of Valuation and A t planned to assess surplus and undivided profits at 
100 per cent. The customary half-way method certainly has nothing to commend it, 
altho the attempt to assess at full value may meet with protests based on the ground 
that other forms of property are underassessed. 

For example, a bank with a capital of $100,000; surplus, $20,000; undivided profits, 
$2000; and real estate, $15,000 would be assessed by the State Board for $100,000 + 
(.80 X22,000) —$15,000 = $102,600. 


2 Statutes, § 4088. 


* Shareholders of all corporations paying taxes on property in the state, whether 
franchise or non-franchise corporations, whether foreign or d tic, are pt from 
Kentucky taxation, as expressly decided in Commonwealth v. Fidelity Trust Co., 147 
Ky. 77; 143 8. W. 1037. For recent changes in legislation cf. chap. xi, §§ 2, 3, Laws of 
Kentucky passed at Extraordinary Session, 1917. 
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does result rank and unjustifiable discrimination be- 
tween the two classes of owners of foreign securities. 
With the present lack of interstate comity in matters of 
corporate taxation, injustice is inevitable. Only when 
uniform taxes are levied on all corporations in all states, 
the individual shareholders being tax exempt, will 
substantial justice be possible. 

The method of allocating the franchise values of 
companies doing an interstate business is set forth in 
several involved and inconsistent statutory provisions,' 
which have recently received judicial interpretation in 
the United States District Court for the Eastern Dis- 
trict of Kentucky, in connection with a controversy be- 
tween the State Board of Valuation and the railroads, 
the result of a sharp increase in the assessment of fran- 
chise values.2?. The decision in the principal case or 
cases rather,’ growing out of suits brought by the L. and 
N. does not altogether clarify the obscurities of statu- 
tory phraseology. The court held that the Board of 
Valuation had used an improper basis for apportion- 
ment in taking an average of net income, gross income, 
and mileage proportions. It should have employed the 
mileage basis exclusively, subsequently allowing for 
necessary additions or deductions. The court was 
nevertheless of the opinion that the estimated value of 
the property was possibly correct, despite incorrect 
methods of computation. However, the company con- 
tended further that the bulk of assessable property was 
returned at less than 60 per cent of its fair cash value, 
inclusive of assessments made by the State Board of 
Equalization, and it alleged that the Board of Valuation 
taxed the banks and trust companies on an 80 per cent 


1 Statutes, §§ 4079-81. 

2 The franchise value of the L. and N., for example, assessed at $11,899,000 in 1911 
waa raised to $45,428,000 in 1912. Cf. Auditor’s Report 1914-15, pp. 264, 265. 

3 L. and N. v. Bosworth et al., 209 Federal Reporter, 380; 230 Federal Reporter, 191. 
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basis. A violation of the fourteenth amendment was 
therefore claimed. By a decree announced in 1915, the 
state was enjoined from collecting taxes on an assess- 
ment basis exceeding 60 per cent of estimated actual 
value, Judge Cochran conceding that, “ if the property 
in this state subject primarily to assessment by the 
county assessors was uniformly assessed for the year 
1913 at less than 60 per cent of its fair cash value, and 
the board of valuation and assessment in assessing 
plaintiff’s franchise applied as to the portion of its unit 
in this state as the standard of valuation thereof full fair 
cash value, or slightly less than or about 80 per cent 
thereof, it violated the fourteenth amendment.” The 
railroad took an appeal from this decree to the United 
States Supreme Court on the ground that it ought not 
to pay franchise taxes upon any amount in excess of the 
sum upon which it was then taxable. The defendants, 
for the state, took a cross appeal, alleging that the plain- 
tiff was entitled to no relief. The Supreme Court held 
that the lower court had erred in making the easy 
assumption that the same valuation reached by the 
Board through an incorrect method possibly might have 
been reached had a correct method been. employed. 
Hence the decree upon plaintiff’s assignments of error 
was reversed and the case remanded to the District 
Court for further proceedings; but so far as the 
defendant’s assignments of error were concerned, the 
decree was affirmed.' The state has consequently had 
to relinquish claims to substantial sums involved in 
this litigation and in other similar suits. 

A peculiar case is that of the Southern Pacific, which 
has to pay taxes on intangible property amounting to 
$8,250,000, altho it does not own a mile of trackage in 
Kentucky. It maintains an office pro forma, in Jefferson 


1 United States Supreme Court Advance Opinions, August 1, 1917, p. 683, L. and N. 
Railroad Co. v. Greene et al.; Greene et al. v. L. and N. Railroad Co. 
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County, located discreetly outside the city limits. 
Otherwise the city, as well as the state and county, 
would be able to tax its $8,250,000 worth of “ prop- 
erty.” ! Itis taxed in accordance with the provisions of 
paragraph 4081 of the Statutes, which, after dealing 
with the franchise valuation of interstate carriers, con- 
tinues as follows: “ but if any such railroad or other 
corporation organized under the laws of this state have 
all of its lines outside of this state, the said board shall 
fix the value of its entire capital stock as hereinbefore 
provided, and apportion to this state for taxation 
therein, the proper proportion and not less than one 
per cent of its said capital stock, and the amount so 
apportioned shall be the value of its intangible property, 
including its corporate franchise, stocks, bonds, securities 
and choses in action, subject to taxation in this state 
and in the county, city, town and district where its 
principal place of business in this state may be located.”’ 
The case is illustrative of the anomalies growing out of 
the incorporation of companies in alien jurisdictions. 
It is much to be hoped that the time may arrive when 
companies in taking out charters will be limited to those 
states where they are actually doing business. 


County Finances (Jefferson County) 


It has already become apparent that the county plays 
an important réle in the administration of state tax 
laws. The local assessor and his deputies value prop- 
erty for state as well as for county purposes,’ while the 
sheriff collects both state and county revenues, turning 

1 Commonwealth v. Southern Pacific Co., 150 Ky. 97. 

2 Statutes, § 1883. The inadequacy of county assessment methods has been suffi- 


ciently emphasised. The County Board of Supervisors, a local board of equalisation, 
consisting of five “ intelligent di t pers and owners of real estate "’ could 





do little to remedy mistakes, even if the members of the board chanced to have any 
qualifications for their task. Cf. Statutes, § 4115. 
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the former directly into the state treasury, however, and 
transferring the latter to the county treasurer. The 
county treasurer, in his turn, makes an accounting to 
the fiscal court whose appointee he happens to be.! 

In the counties of Kentucky, there exists a form of 
commission government through the several fiscal 
courts, which has long since become thoroly discredited, 
despite the fact that responsibility for maladminis- 
tration can be definitely placed upon this body. The 
fiscal court is composed of the county judge, who 
is ex officio chairman, and of the justices of the peace 
who are elected for each magisterial district within the 
several counties.? In Jefferson County, there are eight 
justices. These groups of local elective magistrates are 
in practically unsupervised control of county affairs. 
They issue orders and execute them. They levy taxes 
and disburse appropriations. Within the limits set by 
the liberal maximum rates permitted by the state,’ they 
are licensed to raise and to spend money as freely as 
they choose for the various matters that come within 
their jurisdiction. As the centralization of governmen- 
tal functions has not proceeded very far in Kentucky, 
the fiscal court is accordingly a powerful institution. 
Yet information about county affairs is scant. With- 
out official sanction for asking questions it is difficult 
to obtain even the most superficial knowledge of county 
revenue systems. Through the medium of the news- 
papers Jefferson County publishes a few meager, unen- 
lightening details concerning the amount raised by 
taxation and its proportional distribution among the 
various funds. From outside sources, such as the 


1 Statutes, §§ 932, 933, 4143, 4147. 2 Constitution, § 144; Statutes, § 1833. 


2 Statutes, § 1839. 

4 The Report of the Special Tax Commission (1912-14) stresses the difficulty of 
securing answers from county officials. It is stated (p. 28) that ‘‘ we did not try to go 
into the matter of school district special taxes for the obvious reason that if we could not 
elicit from the county officers in an intelligible form the simple facts concerning county 
rates, it would be hopeless to ask for more data of a far more complex character." 











162 QUARTERLY JOURNAL OF ECONOMICS 


reports of public accountants called in to audit the books 
of the sheriff and the treasurer,' and from personal 
interviews with officials and others, a modicum of 
information relating to the finances of Jefferson County 
has been secured. 

The receipts consist almost entirely of the returns 
from the county tax levy (i. e., the general property 
tax) and of returns from the franchise taxes, bank and 
insurance taxes, and whisky taxes—in short, the 
same taxes which constitute the principal sources of 
state revenue. 

The assessment base for the county tax levy is, as has 
been shown, locally determined for state and county. 
The auditor certifies franchise values, as ascertained by 
the Board of Valuation, to the several county clerks, 
who in their turn notify the collecting officers. The 
Railroad Commission likewise certifies the value of the 
tangible property of the railroads within the counties. 
Assessments of banks and of trust companies and insur- 
ance companies are made independently by the local 
authorities. 

Total collections by the sheriff of Jefferson County 
(February 1, 1914 to February 1, 1915) for county pur- 
poses, amounted to $732,870,* exclusive of commissions. 
Of this sum, $528,151 was secured from the county 
levy, at a rate of 29 cents (exclusive of commissions of 
$22,318).* Franchise taxes brought in $88,391; rail- 
road taxes on tangible property yielded $50,478; banks, 


1 Reports on sheriff's accounts for Jefferson County and on treasurer's accounts, 
made by public accountants to the fiscal court, for 1912-13, 1913-14, 1914-15. Cf. 
also United States Census (1913) volume on Wealth, Debt, and Taxation, for general 
information concerning county finances. 

2 Report on sheriff's accounts filed with clerk of the fiscal court, Jefferson Co., 
February, 1914-15. 

§ The sheriff's commissions on collections amount to 10 per cent on the first $500 
collected, and 4 per cent on the remainder. In no case, however, is the compensation to 
exceed $5000. Cf. Statutes, § 1729. The total amount due on an assessment basis of 
$204,890,820 at 29 cents per $100 was $594,183. Commissions and delinquencies 
reduced the amount to the above figure. 
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trust companies and insurance companies paid $23,579; 
and whisky taxes contributed $26,203. Expenditures 
for roads and bridges constitute, roughly, one third or 
more of the total disbursements. The salary item is 
next in importance, altho during the present year it 
will be subordinated to a 5 cent levy to go toward the 
elimination of a deficit which has been accumulating for 
several years and which there can be no legitimate 
excuse for having incurred, the tax levy being well 
within the statutory limits. After expenses for the 
upkeep of the jail, armory, and courthouse have been 
met, there is not a large sum left to devote to the care of 
the sick, dependent, and needy. 

The county judge, however conscientious a chairman 
he may be, cannot control expenditures without the 
codperation of the other members of the fiscal court. 
A former county judge referred with considerable bit- 
terness to a certain occasion when a majority of the 
members of the court voted to pay a contractor for 
work not conforming to specifications. The chairman 
protested, but had no redress. He ordered the county 
attorney to prosecute the case against the contractor 
by appealing from the decision of the fiscal court. The 
county attorney ignored the order, however, and the 
contractor received pay for work that he had not done. 
The instance was cited as only one of many cases of 
fraudulent dissipation of funds, that had been forcibly 
brought to the attention of the county judge. So long 
as county affairs remain enveloped in secrecy, abuses 
will continue. Greater publicity, combined with an 
adequate system of cost accounting, would considerably 
reduce county budgets, and contribute to the solution 
of the revenue problem. 

The prevalent fee system is also an incentive to waste- 
ful expenditure. The magistrates receive fees for at- 








164 QUARTERLY JOURNAL OF ECONOMICS 


tendance at the sessions of the fiscal court and at 
committee meetings '! (which may be called to suit their 
convenience). As a county official confessed, it is not . 
surprising that superfluous sessions of the fiscal court 
and unnecessary committee meetings are occasionally 
held. Apart from the inadvisability of leaving the con- 
trol of the financial affairs of the counties entirely in the 
hands of elected magistrates, subsisting precariously 
from such fees as they can corral, another grave dis- 
advantage is inherent in the system. The fiscal court 
is an institution which brings administrative and judicial 
functions into too close association. The county judge 
as a judicial officer has multifarious duties to perform 
and ought not to be burdened with the executive tasks 
that fall to the lot of the chairman of the fiscal court. 
Two men who have recently occupied positions as 
county judge have admitted to the writer that they 
were unable to reconcile such different lines of activity. 

Under a law recently passed,? the counties have the 
option of substituting a board of three commissioners, 
elected from the county at large, who, together with the 
county judge, shall constitute a new type of fiscal 
court. Upon petition, a referendum vote must be held 
to decide whether a change shall be made. Jefferson 
County has voted to adopt the new plan and the 
commissioners will assume office January 1, 1918. 
The writer does not believe that the substitution of a 
board ‘of commissioners for the present picturesque sur- 
vival of an earlier political age will effect any marked 
permanent improvement in the financial administration 
of the county. To be sure the change is in so far an 
advantage that the commissioners will be men sup- 
posed to devote all their time to their official duties, as 
they are to be paid adequate salaries. But the county 


1 Statutes, § 1845. * Tbid., §§ 1847-49. 
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judge remains saddled with incompatible duties for 
whose execution he has neither time nor probably apti- 
tude. Judging from the reports of county management 
in other states, there is little reason to think that the 
members of a county board, whose election will depend 
upon political affiliations — at least it will after the 
flush of the enthusiasm for reform has faded — and who 
will be possessed of a large amount of patronage, direct 
and indirect, will be likely to perform their duties with 
the requisite economy and efficiency. Until a respon- 
sible state government assumes rigid supervision of 
county finances, extravagance and inefficiency will no 
doubt continue. In Jefferson County, moreover, there 
is wasteful duplication of work because of an utter lack 
of coédperation between city and county officials. The 
county assessor and his deputies, maintain an organiza- 
tion entirely distinct from that of the city assessor, 
altho with a very slight additional expense one office 
could do the work of assessment for city and county, 
and do it much more effectively at that. 

At the present time one hundred and twenty counties 
with very unequal populations and of very unequal 
wealth are raising and disbursing funds for purposes that 
ought to be of more than local concern. True, the in- 
ability of many of the counties to provide for local 
educational needs from local revenues, has been recog- 
nized in the distribution of the state school fund on a 
per capita basis. The result is that eighty-six counties 
pay less into the state treasury than they receive as sub- 
sidies for the payment of their school teachers. There is 
nevertheless a need for fewer counties and for a lesser 
degree of local autonomy in the management of educa- 
tional, penal, and charitable institutions. It is patent 
that Adair County with a per capita assessed valuation 
of $163 and Magoffin with a per capita valuation of 
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$109 are unable to supply the needs of their residents 
as effectively as can Jefferson County with a per capita 
assessment of $798 or Fayette County, in the Bluegrass 
section, with a per capita assessment of $859." 

It is interesting to note that the inequality in the 
assessment bases does not result, as it has in Massa- 
chusetts townships, in spectacular differences in local 
rates. The local rates for state and county, including 
the special school levy, approximate $1.20 per $100 in 
the majority of cases. Differences in the ratios of 
assessed values to true values cause actual rates to 
exhibit somewhat greater variations, but these varia- 
tions do not always make for heavier tax impositions in 
the poorer counties. In some of the very poor counties, 
the rate is below the average, testifying to the fact that 
local standards of governmental efficiency must be 
deplorably low. It will hereafter be shown that the 
state has already undertaken a centralization of func- 
tions which, however faulty at its inception, may 
eventually bring about a more unified state activity, 
and help to give to all its citizens a more equal share in 
community progress. 


School District Finances 


So far no account has been taken of county expendi- 
tures for education, because sums raised and disbursed 
for school purposes are managed as separate funds. 
Kentucky has a State Board of Education,? whose chair- 
man, the state superintendent of public instruction, 
has general supervisory and inspecting powers over the 
county school systems. County superintendents, elected 


1 Twenty-first Biennial Report of the Bureau of Agriculture, Labor, and Statistics, 
pp. 13-59. Cf. also Special Tax Commission, 1912-14. Appendix, p. 211 seq. Accord- 
ing to this report land is assessed at 46 per cent of its value in Adair County; 56 per 
cent in Magoffin; 60.5 per cent in Jefferson; 54 per cent in Fayette. 


? Common School Laws, Ky., 1916, vol. ix, no. 4, p. 10, chap. iv. 
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after qualifying examinations, are at the head of the 
local county systems, exclusive of the cities whose inde- 
pendent organizations do not come within their jurisdic- 
tion.: The salaries and expenses of the county school 
heads, however, are not paid out of the special school 
fund, but from the proceeds of the general county 
levy, to which the cities as well as the rural districts 
contribute.? 

Each county is divided for administrative purposes 
into school divisions, which, in turn consist of school 
subdistricts.* Separate districts, which are not coter- 
minous, are established for white and colored schools. 
The majority of the districts have given up their one- 
time status as independent taxing units, for provision 
has been made since 1908 for a special county school 
levy of 20 cents per $100. The sheriff collects this levy 
for the County Board of Education and transfers it to 
the county superintendent, who acts as treasurer of the 
Board. The latter subsequently settles his accounts 
directly with the county judge, as chairman of the 
fiscal court.’ The sheriff’s commission for the collec- 
tion of school taxes is allowed by the fiscal court, and 
not by the Board of Education.’ A few graded school 
districts still remain, which do not contribute to the 
county fund and, in consequence, receive no benefits 
from the fund. These districts usually impose consider- 
ably higher rates of taxation, the maximum permitted 
by law being 50 cents per $100.’ In Jefferson County, 

1 Ibid., p. 11, chap. v; p. 17, chap. vi. 2? Ibid., p. 19, § 50. 

* Ibid., pp. 32-33, chap. viii. There must not be less than fifty children in each school 
district. Funds are supposed to be distributed impartially to white and colored districts 
as individual needs demand. 

* Ibid., p. 56, chap. x, § 129. § Ibid., p. 23. 

® Ibid., p. 57. The county revenue tax and the county school tax are one fund in 
estimating the sheriff’s commission for collections. Commonwealth v. Mackay, 168 
Ky. 58. 


? Common School Laws, p. 61, § 136; p. 65. The property of no white person may 
be taxed to maintain colored graded schools, nor vice versa. A colored common school 











168 QUARTERLY JOURNAL OF ECONOMICS 


for example, there are five graded school districts out of 
a total of sixty-six white districts. During 1915-16 the 
sheriff of Jefferson County collected $60,745 from the 
20 cent general levy and $57,083 was received from the 
state treasurer. Of this latter sum, $14,728 was dis- 
tributed among the five graded school districts.' 

As previously stated, local school levies are supple- 
mented by subsidies from the state treasury.? Of the 
$3,336,724* distributed to the counties in 1914-15, 
Jefferson County received $312,432, $47,976 of this sum 
going to the county, exclusive of the city, and $264,456 
going to Louisville. Estimated on the basis of the 1915 
assessment, Jefferson County probably contributes 
about $700,000 to the state school fund. As Louisville 
pays about 80 per cent of all taxes raised in the county 
for state and county purposes, the city gives approxi- 
mately $560,000 to this central fund. City and county 
therefore have to subsidize the state heavily, and there 
is grumbling in consequence. But the showing of the 
poorer counties imperatively evidences the need of such 
subsidies, altho there are serious criticisms to be made 
of the methods of distribution. Even as it is, the varia- 
tions in per capita expenditure for school purposes are 
to say the least, highly distressing. 
district may embrace the white graded school district within its territory, and the 
County Board of Education has complete control and jurisdiction over such territory 
for colored school purposes. 

1 Financial Statement, Jefferson County Schools, July 1, 1915 to June 30, 1916. 
Report of County Superintendent. 

2 It was pointed out by the state superintendent in his Biennial Report for 1914-15 
that, altho it may not be wise to prevent local districts from levying higher rates than 
the average, if they can afford it, it is not at all desirable to permit these wealthier 
districts to evade the general county tax. Cf. Report, 1914-15, p. xl. 

* Auditor's Report, 1914-15, pp. 59, 167. These sums are to be used only in payment 


of teachers’ salaries. In addition to the 26 cent state levy, interest on bonds to the 
amount of $2,315,627, held as an irredeemable trust fund, is paid into the school fund. 
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City of Louisville 


The cities of the state are incorporated under so- 
called general laws, applying to six classes of cities and 
towns, grouped according to population. They are sub- 
jected to constitutional and statutory restrictions 
which are rather severely explicit in matters relating to 
revenue and taxation. Among the constitutional 
limitations is the usual provision fixing the maximum 
municipal tax rate. It cannot exceed $1.50 per $100 for 
other than school purposes in towns and cities of 15,000 
inhabitants or more. Then there is the familiar limita- 
tion upon indebtedness, which is not to exceed 10 per 
cent of the assessed valuation of property in cities of the 
first and second classes. Debts must be paid within 
forty years and a sinking fund created for this purpose. 
No tax exemptions, except those specifically mentioned, 
are permissible.! Louisville, like the other cities, osten- 
sibly is governed under a general law entitled, ‘ An 
Act for the Government of Cities of the First Class.” 
But as it is the only city in this class (i. e., the only city 
having over 100,000 inhabitants) the act is in fact 
special; altho it follows the general lines laid down in the 
laws applicable to the smaller cities and towns. The 
charter imposes the old type of bicameral legislature: 
a board of twenty-four councilmen, two from each ward, 
and one of twelve aldermen. All proposals for raising 
revenues must originate in the council. The mayor may 
disapprove items in appropriation bills but his veto can 
be overruled by the conventional two-thirds vote. This 
orthodox scheme of city government of course leaves an 
immense power in the hands of ward politicians, who in 


1 Constitution, § 170. The customary exemptions are made for eleemosynary and 
educational institutions. E: ption of household goods to the amount of $250 is per- 
mitted to each head of a household. Factories established in an incorporated city or 
town may remain exempt from taxation for five years. 
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their turn are apt to be the tools of the local political 
machine. 

The charter provides that the city auditor, the treas- 
urer and the tax receiver shall be elected at the time of 
the mayoralty election. The comptroller is appointed 
by the mayor, with the approval of the aldermen, 
while the assessor is selected by the general council. 
Such variations are of course in the class of inexplicable 
statutory vagaries. 

A Board of Public Safety and a Board of Public 
Works are provided for in the city charter, each board 
consisting of three members, appointed by the mayor. 
Despite an imposing list of functions, the city probably 
could well afford to dispense with the services of these 
political appointees, who are sandwiched in between the 
mayor and his departmental heads. The Board of 
Public Safety has control, within limits set by ordinance, 
of all matters relating to fire, police, and health depart- 
ments; public buildings, pounds, pensions, markets, 
charitable, reformatory and penal institutions. The 
Board of Public Works supervises the construction, 
cleaning, grading, repairing, etc., of streets, public 
places, bridges, sewers, drains, etc. Both boards sub- 
mit annual budgetary estimates to the mayor and the 
amounts appropriated to their use remain as separate 
funds with the city treasurer. The boards, however, 
have no power to divert the tax levy to departments for 
which it was not originally appropriated. A iarge 
number of officials and minor employees owe their ap- 
pointments to these boards, but the number that may 
be employed, together with the salaries paid, are defi- 
nitely fixed by ordinance. 

The cumbrous machinery of the city government 
affords opportunity for the installation of superfluous 
functionaries and for the payment of needlessly large 
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salaries. Simplification of a radical sort is required, so 
that responsibility for extravagance and maladministra- 
tion can be placed squarely where it ought to rest — on 
the shoulders of the chief executive. Concentration 
instead of dissipation of responsibility would aid greatly 
in cutting down the city budget. 

The revenue of the city comes largely from sources 
identical with those tapped by the state and county. 
Receipts from general property taxes September 1, 1914, 
to August 31, 1915, amounted to $3,451,767 at a rate of 
$1.85 per $100.! Of the total assessment of $210,000,- 
000, $61,350,000 represented the value of land; $73,- 
000,000, the value of improvements; $9,500,000, the 
tangible property of bridge and railroad companies; 
and $66,150,000, the value of personal property and 
franchises.? 

The realty assessments are made with considerable 
care, altho no formal system of valuation is employed. 
The assessor and his deputies exercise their “judgment” 
in fixing values. They are aided in their work by the 
possession of a very good and complete set of maps. 
Improvements are valued separately and are carefully 
catalogued, and the assessor tries to secure all the 
information that will help in the ascertainment of costs. 
No attempt is made to assess at full value, but it is the 
ambition of the assessor’s office to achieve at least a 70 
per cent valuation. As usual, property in the residen- 
tial districts is frequently over-valued and holdings in 
the business section go far below the 70 per cent basis. 
The assessments are finally fixed by a city Board of 
Equalization, consisting of three members selected by 
the Board of Aldermen.’ 

1 Report, City Comptroller, 1915, Exhibit no. 2, p. 9; cf. also Exhibit no. 4; 
$3,846,663 received from taxes, including back taxes. 

2 Ibid., Exhibit no. 3, p. 15. 3 Statutes, § 2093. 
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The itemized statement of personalty subject to 
taxation, obtained from the assessor’s office (not even 
the total amount of taxable personalty is separately 
published) shows that the city assessor does not reach 
intangible property any more successfully than the 
county officials. The value of taxable bonds, for 
example, was returned at $1,440,791; of stock, at $668,- 
762. The amount of cash on deposit in the banks was 
given at $1,693,568, whereas the reports of the state 
banking commissioner and of the United States comp- 
troller credited Louisville banks with more than $38,- 
800,000 of deposits.: The total amount of personalty 
taxes was $34,842,000, of which $12,979,000 represented 
intangible property. 

The franchise taxes are collected from the same com- 
panies that are liable for state and county payments on 
their corporate excess. The Louisville assessor may, 
however, make independent valuations for purposes of 
local taxation, except in the case of railroad companies 
and of interurban street railways. The franchise values 
of the last-named are certified to him by the State 
Board of Valuation, while the assessed values of the 
tangible property within the city limits are determined 
by the Board of Railroad Commissioners. Otherwise 
the city assessor is under no compulsion to accept the 
findings of the state authorities, and as a matter of fact 
he does not do so. Certain discrepancies may be attrib- 
utable to the fact that the fiscal years of the state and 
city do not coincide; and reports made by companies, 
altho presented in the same form, do not cover the same 
period. For example, in 1914--15, the county valued 


1 United States Comptroller of the Currency, vol. ii (1915), p. 194. Individual 
deposits in national banks of Louisville $21,049,000 (September 2). Report, State 
Banking Commissioner, 1914-15. Deposits in state banks and trust companies of 
Louisville, $17,758,000. The United States comptroller of the currency estimates 
individual deposits in all Kentucky banks at $133,393,000. Cf. vol. ii, Report (1915), 
p. 982. 
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the franchise of the Louisville Gas and Electric Com- 
pany at $5,029,430, whereas the city assessor placed 
the value at $5,349,445.!_ In the assessment of banks, 
trust companies, and domestic life insurance companies, 
similar variations occur, not only between city and 
county valuations, but likewise between county and 
state, since county officials are permitted to make inde- 
pendent assessments of the capitals of the companies in 
question. Even a lack of correspondence in the time 
covered is not an adequate explanation of a discrepancy 
of $232,000 in the assessment values for city and county 
of one large trust company, or of a difference of $73,000 
in the case of a bank whose total value for purposes of 
city taxation is placed at $310,000, and for county, at 
$237,000.2 If the city assessor has any rigid formulae 
for computing franchise and bank capital values, it is 
not a matter of common knowledge and the writer was 
unable to secure any enlightenment concerning methods 
employed. In any case, the differences that have been 
cited can hardly be explained on rational grounds. 
They are evidence of a duplication of the work of assess- 
ment which is useless, expensive, and, judged by the 
erratic results, unjust to the companies concerned. 

The charter of the city contains a provision that the 
general council may impose various license taxes other 
than those specified by statute, the proceeds to be paid 
into the sinking fund.* The council has liberally 
availed itself of this blanket permission to extend the 
system of license taxes and there are now nearly two 
hundred and eighty kinds of licenses listed,‘ which are 
classified by the sinking fund commissioners under 
thirty-eight heads. They are of a motley character — 


1 Sheriff's Report, 1914-15; cf. also list obtained from city assessor's office. 

2 Thid. * Statutes, § 3011. 

¢ Tenth Biennial Compilation of General Ordinances of the City of Louisville. Cf. 
Index under licenses. 
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some imposed for regulatory purposes, others chosen 
quite spasmodically. The total receipts amounted to 
$546,326 for the year ending December 31,1915, liquor 
licenses bringing in $343,425 of the total. 

In addition to the regularly recurrent impositions 
there are the usual provisions for levying special assess- 
ments to defray improvement costs on abutting prop- 
erty owners. No doubt a certain amount of additional 
revenue could be legitimately secured from enlarging the 
scope of the special. assessment in accord with modern 
practice. 

Then the extraordinary income from bond issues 
has to be taken into account. This is a source of 
revenue which it is to be hoped will not be depended 
upon in the future to any large extent. The total 
bonded indebtedness of the city amounted in 1915 to 
$12,405,000, representing long-term issues put out for 
permanent improvements such as schools, hospitals, 
parks, sewers, and waterworks. The sinking fund 
commissioners, besides controlling all the income from 
license taxation, received 114 cents of the general tax 
levy, and in the year ending December 31, 1915, they 
disbursed $615,558, a percentually large amount of 
total disbursements.? The per capita net indebtedness 
is above the average for cities falling within the group 
having from 100,000 to 300,000 inhabitants,* and the 
only portion of the debt which is productive in the 
sense of being income-producing is that issued to cover 
investments in the municipally controlled Louisville 
waterworks. The stock shares of the company are 
held by the sinking fund, and interest on the mortgage 


1 Annual Report of the Louisville Sinking Fund for the year ending December 31, 
1915, pp. 768, 769. 

2 Exhibit no. 4, Comptroller's Report; Report of Sinking Fund, p. 752. 

* Financial Statistics of Cities Having a Population of over 30,000 (1912), pp. 307- 
309. Bureau of Census, 1915. 
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bonds is paid by the commissioners from water com- 
pany revenues transferred to them for that purpose. 
The net earnings of the company for the year ending 
December 31, 1915, $400,379, were more than absorbed 
by an increase in assets,’ and, altho an argument for 
regarding net returns as sums to be paid into the city 
treasury for purposes of a reduction in the general tax 
rate might be advanced, present procedure is probably 
sounder, in view of the size and character of the out- 
standing indebtedness. 

There has been no attempt to vary the time at which 
bond issues shall mature with reference either to the 
character of the contemplated improvements or the 
probable borrowing needs of the future. The bonds 
outstanding, with the exception of two small refunding 
issues, have all been put out for forty year periods; 
and, as a large proportion are of recent origin, the city 
will be saddled with interest and amortization payments 
into the sinking fund for years to come. 

The Louisville Board of Education takes independent 
charge of the funds received and disbursed for schools. 
By statute, the general council is compelled to appro- 
priate not less than 36 cents per $100 of assessed prop- 
erty values for transfer to the school fund.? In addition 
to this sum ($751,302 in 1914-15) the board receives 
money from the state fund, amounting to $264,456 in 
1914-15. Total disbursements amounted to $1,170,348 
— indicating a per capita expenditure much in excess of 
that for other towns and cities in the state.* Altho 
manufacturing establishments are entitled to a five 
year exemption from local taxation, dating from the 
time of their establishment, they are nevertheless forced 


1 Report of Water Company for year ending December 31, 1915, pp. 727-729. 

? Statutes, § 2949a. 

* Annual Report of the Board of Education for the year ending August 31, 1915, 
p. 679. 
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to pay the 36 cent levy for school purposes, on the theory 
that the school tax is a state and not a local tax.! The 
exemption is in any case of doubtful efficacy in fulfilling 
its purpose and might as well be dropped. The city 
assessor states that the new companies are usually 
ignorant of these exemption privileges, while old ones 
have occasionally, after reorganization, attempted to 
evade the tax on a spetious plea of ‘‘ newness.”’ 

Even the preceding cursory examination of municipal 
finances makes it clear that neither city nor county 
relies upon sources of revenue distinct from those taxed 
by the state or independent of each other. Instead of 
segregation of the sources of revenue there is substantial 
identity. Any radical or even moderate reform in the 
state tax system is therefore bound to affect most 
gravely the income of all municipal taxing units. Hence 
it has seemed necessary to preface the discussion of 
impending changes in the state tax laws by surveys of 
the local tax systems. 


II. RECOMMENDATIONS OF Tax COMMISSIONS 
or 1908-09, 1912-14, ann 1916 


Within less than ten years, three state commissions 
have studied the tax system of Kentucky and have 
made reports recommending changes in the existing 
laws. The Commission of 1908-09 suggested the classi- 
fication of property for purposes of taxation and urged 
further the segregation of state and local sources of 
revenue. Without adequate antecedent investigation 
the committee expressed the opinion that state revenues 
could be raised by “‘ taxes on corporations, on franchises, 
on certain licenses, on bonds, money at interest, and 

1 Kentucky Digest, p. 1955, vol. iii (1911-14), § 191. The legislature has no author- 


ity to‘exempt property subject to state taxation from taxation for school purposes. 
City of Louisville v. Board of Education, 154 Ky. 316 and 157 8. W. 379. 
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similar forms of personal property, in addition to the 
various forms of special taxes which in Kentucky are 
capable of considerable development.’”’! It was thought 
that the cities could raise their revenues from real 
estate, from public utilities, from mercantile license 
taxes, and similar sources, an equitable arrangement 
being made for cities to contribute their share of the 
county expenses. Finally, “ the counties would raise 
their revenues by direct tax on real estate and live 
stock and tangible forms of personalty, and the real 
estate and personalty so taxed would be taxed for no 
other purpose.”’ Later investigation shows that these 
were very rash assumptions, based upon a reading of 
textbooks instead of an appraisal of the resources of the 
state. 

The Special Tax Commission of 1912-14? which 
secured Professor Plehn as its expert adviser, made a 
valuable survey of the tax system of the state and sug- 
gested much needed reforms. Its report does not give 
expression to a preconceived preference for any partic- 
ular scheme of taxation. Formulated as it is with 
reference to conditions actually existent in Kentucky, 
it is significant that it lays special emphasis upon the 
correction of administrative defects, without proposing 
any radical segregation of the sources of state and local 
revenue. The changes recommended are in general 
eminently sound, and if they had been adopted, great 
improvements in the revenue system would unques- 
tionably have resulted. As it happened, only the pro- 
posal to classify property for purposes of taxation, a 
measure that had already been popularized by current 
discussion, met with immediate favor; and a constitu- 
tional amendment, permitting classification, was accord- 


1 Tax Revision, State of Kentucky, December, 1909, pp. 7, 8. 
2 Report of the Special Tax Commission, 1912-14. 
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ingly passed.' It was also proposed to expand the 
franchise taxes into a general corporation tax. Marked 
emphasis, too, was laid upon the need of thoroness 
in the assessment of real estate and the desirability of 
raising all assessments to full value.* A general use of 
reliable maps, and quadrennial instead of annual assess- 
ments were urged.‘ Among the other admirable pro- 
posals that were rejected at the time was a plan to 
institute a permanent Central Tax Commission to 
assume the duties of the Board of Equalization and the 
ex officio Board of Valuation and Assessment, and to 
take over the assessing powers of the Railroad Com- 
mission. Another most fundamental change — one 
that there is little present hope of ever securing — was 
embodied in the proposal to organize a corps of expert 
assessors, appointed under civil service rules.’ This last 
utopian suggestion was patently inspired by the non- 
resident expert. To a Kentuckian it appears a most 
radical departure from traditional methods. Any 
attempt to supersede the elective assessors would be 
certain to meet with determined and unquestionably 
successful opposition. 

The third tax commission (officially known as the 
Kentucky Tax Commission) appointed by the governor 
in accordance with the provisions of a law passed by the 


1 The amendment provides that ‘‘ the General Assembly shall have power to 
divide property into classes and to determine what class or classes shall be subject to 
local taxation” (by implication, therefore, the legislature may reserve certain classes of 
property exclusively for state taxation). The amendment permits a referendum either 
by legislative action or as the result of a call from the voters, but as to laws passed after 
January 1, 1917, a ref d is not y unless demanded in one of these two 
ways. Cf. Acts, Extraordinary Session, chap. 8, permitting a referendum on all acts 
classifying property for taxation, and providing a lower rate on personal property than 
on real estate, upon petition of voters equal in number to 5 per cent of those voting at 
last gubernatorial election. 

2 Report of the Special Tax Commission, 1912-14, p. 156, Subdiv. II. An Act Relat- 
ing to Revenue and Taxation; cf. also p. 10 of Report — Recommendations. 

? Report of Special Tax Commission, 1912-14, p. 10. 

* Ibid., pp. 142-154, Art. III, Subdiv. I and II; also cf. p. 9. 

* Ibid., p. 138, § 5, Subdiv. III, Art. II; also p. 47. 











THE REVENUE SYSTEM OF KENTUCKY 179 


Assembly of 1916, issued its report in December, 1916.' 
The report reiterated the demand for the creation of a 
permanent State Tax Commission to supersede the 
existing state boards and to supervise local tax officials. 
It proposed that equalization of assessments be made 
more effective by providing that an increase or decrease 
in the amounts demanded from the counties need not be 
distributed pro rata over all assessed property. It also 
suggested a plan for annual conferences of the local 
assessors at the state capitol, for the dissemination of 
advice to them, and for the assumption of supervision 
of their work by the proposed Tax Commission. 

With the sanction of the constitutional amendment 
permitting classification, the commission urged that 
certain classes of property, namely: farm implements 
and farm machinery, machinery, raw materials and 
other products in course of manufacture, money, notes, 
bonds, accounts, and other credits, be exempted from 
local taxation. At the same time, the commission 
recommended that the state rate on all classes of prop- 
erty save bank deposits, be reduced from 55 cents to 
40 cents per $100. It proposed to limit the tax on bank 
deposits to a state levy of 10 cents per $100, and to 
impose a mortgage recording tax of 25 cents per $100 on 
all mortgages having over three years to run. 


Tax Laws of 1917 


At the time that the Kentucky Tax Commission 
issued its report, the need for legislation of some sort was 
imperative, as the state deficit had attained the dignity 
of an institution, having gradually increased until it 
amounted to $3,131,726 (August, 1916). The yearly 
deficiency (between $600,000 and $700,000) has been 


1 Report of the Kentucky Tax Commission. 
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covered by the issue of warrants bearing 6. per cent 
interest, or latterly 5 per cent. In view of the emer- 
gency, a special session of the legislature (convened 
February 14, adjourned April 25, 1917) was called by 
the governor “ to consider the subject of revenue and 
taxation exclusively.’’ The legislature had to attempt 
the solution of a twofold problem. It had not only to 
undertake a reform of the general property tax in the 
interests of justice, but it had to discover methods of 
taxation that would produce an increase in the state 
revenue. It remains to be seen whether the emergency 
has been adequately met by the various tax acts that 
were passed in the course of the prolonged extraordinary 
session. At any rate, the Kentucky Tax Commission 
achieved very substantial success, for all its proposals 
were, with relatively minor changes, enacted into law. 

The first law,' creating a State Tax Commission was, 
with one important exception, practically a duplicate of 
the tentative draft contained in Appendix A of the 
Report of the Kentucky Tax Commission. The chief 
alteration relates to the composition of the new com- 
mission. It had been originally proposed that it should 
consist of three appointive members and the auditor 
ex officio. As finally passed, the law provides for only 
two appointive members, one from each of the dominant 
political parties. As the auditor is an elective official 
whose time can well be devoted to learning the duties of 
his office, the change is not a fortunate one. Happily 
the two commissioners are eligible for reappointment, 
after serving four years, and their offices are made 
unattractive to the politically ambitious by the proviso 
that, for four years following the surrender of office, a 
commissioner is ineligible for any elective state office. 


1 Acta, General Assembly, Extraordinary Session, 1917, chap. 1. Act creating a 
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Another change in the law that is not advantageous is 
the substitution of conferences of assessors within the 
several congressional districts for state-wide conferences. 

By far the most important change effected in the tax 
system by the new legislation is secured by the law re- 
ducing the state rate to 40 cents per $100, and exempt- 
ing from local taxation various classes of property, the 
exemptions being the same as specified in the proposals 
of the Kentucky Tax Commission.' It is expressly 
provided, however, that the local exemption of intan- 
gible personalty shall not be construed to include fran- 
chises of corporations or of the shares of stock of banks, 
trust companies, and domestic life insurance companies. 
But a change is made in methods of assessing and col- 
lecting taxes levied on banks and trust companies. 
Reports are hereafter to be made to local officers instead 
of to the state auditor, and these officials are to assess 
stock shares for state as well as local purposes. The 
banks will be required to report mortgage assignments 
to the Tax Commission, and a mortgage recording tax 
of 20 cents per $100 is imposed upon all mortgages 
having five years or more torun.? Variations from the 
general state rate of 40 cents are allowed in two 
instances: (1) the provision limiting the tax on bank 
deposits to 10 cents per $100,? and (2) the reduction of 
the state tax on live stock to 10 cents per $100, with 
the proviso that live stock shall remain subject to the 
usual local rate.‘ 

One may concede unreservedly that a stride forward 
has been made by the imposition of a low rate tax on 

1 Acts, General Assembly, Extraordinary Session, 1917, chap. 11. 

2 The chairman of the Kentucky Tax Commission of 1916 expects this tax to yield 
from $250,000 to $300,000. The entire revenue is to be credited to the sinking fund. 
For an estimate of the total amount of mortgages annually recorded in Kentucky, cf. 


p. 34, Taxation of Mortgages in Kentucky. Brief submitted to Legislative Tax Com- 
mission of 1916 for Louisville Real Estate Board. 


* Acta, General Assembly, Extraordinary Session, 1917, chap. 4. 
* Ibid., chap. 10. 
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intangible personalty. Classification must be endorsed 
as a measure of justice to the over-taxed holder of 
securities, and as an incentive to officials to ferret out 
the large number who escape payment altogether. No 
doubt the plan as a whole is a crude means of reaching 
the recipients of funded incomes. But in the absence of 
any state income tax, and given the stupidities of the 
general property tax, uniform moderate taxes upon 
“rights to receive” have justification as transition 
measures. The ultimate goal of tax reform, no doubt a 
distant one, should be the abolition of this method of 
taxation; but not until all the states are prepared to 
levy general income taxes of a uniform sort will the 
need for taxing security holdings as such vanish. 

Altho approving the policy of placing a low rate tax 
on intangibles, the writer is somewhat sceptical regard- 
ing the revenue-producing efficacy of such taxes in 
Kentucky. The Special Tax Commission has averred 
that “ the public at the hearings before this Commission 
made it very clear that they realized that there are in 
Kentucky vast sums invested in intangible personal 
property, such as foreign stocks and bonds, notes, mort- 
gages, and accounts, which are now wholly omitted 
from assessment.” ! The report is not accompanied by 
any reliable statistical estimates of the amount of the 
above classes of property that would be available for 
taxation; and in their absence, statements must be 
based on pure conjecture. The writer believes that it 
would be conservative to assume that, given a rate of 
40 cents, the amount of intangible personalty discovered 
and assessed could be trebled.? A serious deterrent to 

1 Report, Kentucky Tax Commission, p. 5. 

2 Personal interviews with officials and private citizens. Cf. also Brief in Behalf of 
Merchants and Manufacturers of Jefferson County, in which it is assumed that the 
reduction of the rate on intangible personalty will increase local assessments of this class 


of property about 300 per cent. The amount of evasion practised is certainly much 
greater than the above estimate would indicate in the case of bank deposits. Techni- 
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voluntary declaration, however, may result from the 
rigid uniformity of the 40 cent rate, which applies with 
minor exceptions to all classes of property. Whenever 
the state tax rate has to be raised — as in all probability 
it sometime may — will the increase affect all classes 
of property or will it be applied to realty and tangible 
personalty alone ? It is submitted that the uncertainty 
due to the absence of a stated policy may militate 
against the declaration of ownership of intangible 
securities. On the other hand, the tax payer is en- 
couraged to list his property by the remission of all 
penalties for a previous failure to make declaration. 

At present the assessed value of intangible personalty 
subject to taxation amounts in round numbers to $83,- 
000,000. With the substitution of a rate of 40 cents per 
$100 for the present state and local rates, it is impor- 
tant to notethe amount of additional property that must 
be listed to secure even as much revenue as under the 
existing system. Computed roughly on the basis of the 
total amount collected from the tax on general property 
(no deduction being allowed for commissions, delin- 
quencies, etc.), it would be necessary to increase the 
assessment base by a sum in excess of $420,000,000.: If 
cally, the extent of the evasion is not so serious as would appear from a comparison of 
the amounts returned for taxation with the amounts on deposit, as reported by the 
United States comptroller of the currency and the state banking commissioner, the 
reason being that outstanding checks may be deducted from statements of amounts on 
deposit. Hence, heavy drawing is customary the day before tax returns are to be made. 
Furthermore, so far as Louisville is concerned, considerable sums represent balances due 
other banks or deposits for persons living outside the city. For the state at large sub- 


stantially 10 per cent of recorded deposits are listed for taxation. The Louisville City 
Assessors’ lists for taxation about 4 per cent. 

A certain amount of stock shares, previously tax exempt, become liable to the 40 
cent rate. Hitherto, individual stockholders have not been required to list their 
shares if any property of the corporations whose stock they hold has been taxed directly. 
Under the new law, exemption is only secured if at least one-fourth of the total property 
of the company concerned is taxable in Kentucky. Cf. chap. xi, §§ 2, 3, Acts, Extraor- 
dinary Session. 

1 The above computation is based upon returns for 1914-15. The total assessment 
base has been taken to include the equalized value of all property certified to the State 
Board of Equalization; the assessed value of railroad tangible property, and of railroad 
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deficits had to be covered or additional revenue secured 
— in case other taxes failed to produce their estimated 
quota, as is quite likely — further large increases in the 
assessment base would be necessary. The writer would 
be much surprised to learn that any such amounts of 
intangible personalty are available for taxation in Ken- 
tucky. It is a safe guess that a considerable part of the 
increase will have to come from other sources, primarily 
a rise in realty assessments. 

There is much evidence in the experience of other 
states to support the belief that a low rate tax on intan- 
gible personalty is by no means an infallible revenue 
producer. A mere decree of classification has no magic 
power to evoke more revenue. Even “‘ vast sums,’’ to 
quote the Special Tax Commission — and vast sums are 
not owned by Kentuckians — will not be lured out of 
hiding by a mere offer to reduce rates, if their owners 
previously escaped taxation entirely. Only a more 
vigorous, efficacious prosecution of tax delinquents will 
encourage declaration, even when the price of confession 
is reduced. One should beware of putting too much 
faith in the codperation of the uncoerced taxpayer. 

The point just made needs emphasis, because it is 
believed that any real solution of the financial difficul- 
ties of Kentucky is conditioned upon the administrative 
efficiency of the newly created Tax Commission. If its 
members undertake a vigorous supervision of the activi- 
ties of the local assessors, it will be possible to increase 
considerably the assessments of intangible property. 
It remains to be seen whether the increase will more than 
cover the loss from the general reduction in the state 
franchises; miscellaneous franchises (estimated); bank, trust, and insurance company 
shares; and distilled spirits (estimated). 

As previously stated, the receipts from the general property tax, as reported by the 
Auditor in 1914-15, amounted to $5,321,539. The estimated amount due on the basis 


of total assessments, however, was $6,169,575. In computing the new assessment 
base, allowance has been made for this discrepancy. 
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rate, even if it accomplishes so much. But if the com- 
mission succeeds in obtaining a greater measure of 
uniformity in local assessment practices and is thereby 
enabled to raise the assessed values of realty and tan- 
gible personalty to figures approximating real values, it 
will have performed a valuable service for the state. 

Another question that remains to be answered in con- 
nection with the classification law concerns the effect 
upon municipal revenues of the withdrawal of taxes on 
intangible personalty, machinery, raw products, etc. 
Specifically put, what will be the effect upon Jefferson 
County, and upon the city of Louisville? And where 
can they find substitutes for the taxes withdrawn? If 
this city and county can adjust their finances to the 
change, it may reasonably be inferred that other local 
taxing units will be able to manage, as it is Louisville, 
and Jefferson County through Louisville, that will 
suffer the greatest absolute losses. 

The loss to Louisville, computed on the basis of 
assessments for 1915 will amount to about $370,000. 
The relief gained by the reduction in the state rate, 
would, however, make it possible to tax the remaining 
classes of property somewhat more heavily without 
placing any additional burden upon them. This addi- 
tional tax (estimated at about $285,000), subtracted 
from the total deficit, would leave a net loss of only 
$85,000. Probably the best means of meeting the loss 
would be an increase in the local property rate. Unfor- 
tunately at this point a difficulty is encountered. The 
maximum city rate is fixed at $1.50 per $100, exclusive 
of school taxes, and the city has reached that maximum. 
An amendment to the Constitution, raising or even 
removing the restrictive rate is very desirable. Given 
the inevitable delay and opposition to be encountered, 
increased revenues from general property could be 


et 


| 
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immediately secured by raising assessments on under- 
valued property. It has been suggested that Louisville 
and other municipalities might resort to business license 
taxes, based on gross receipts or some other arbitrary 
external estimates of ability to pay. Such a tax is easily 
collectible and of a type much in vogue in southern com- 
munities, which are afflicted with endless varieties of 
local license and occupation taxes. 

The loss to Jefferson County under the new régime, 
will scarcely exceed $60,000 or $70,000, and it will be 
more than offset by the reduction in the state rate. The 
low state rate on live stock may also cause the county 
assessor to discover a somewhat larger amount for local 
taxation, thereby effecting a further slight reduction 
in the local deficit. 

It was recognized by the advocates of the new type of 
state property tax, that even in its metamorphosed 
form, it would probably need to be supplemented by 
other kinds of taxation. The Kentucky Tax Commis- 
sion conceded that it might be advisable to increase the 
amount of some of the license taxes now existing and to 
impose certain additional license and special taxes. 
The result was that the legislature made provision for 
a variety of new license or excise taxes, in addition to 
providing for an increase of the corporation license tax 
from 30 cents to 50 cents per $1000 of authorized 
capitalization.! 

A tax on the output of the oil wells? of the state 
initiated a significant departure from the present easy- 
going methods of taxing mineral and timber lands 
either on the basis of their value for agricultural pur- 
poses — which may be nil — or on the basis of some 
equally convenient arbitrary estimates of value. This 


1 Acts, General Assembly, Extraordinary Session, 1917, chap. 7. 
2 Ibid., ehap. 9. 
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tax, levied in lieu of all other taxes on oil wells, is fixed 
at 1 per cent of the market value of the oil,'it being the 
duty of the State Tax Commission to determine what is 
a fair value. The output of the oil wells of the state has 
increased remarkably within recent months, and the 
latest figures published by the United States Geological 
Survey credit Kentucky with 1,200,000 barrels in 1916 
as against an output of only 437,274 in 1915.2 The state 
geologist reports the daily pipe line output (May, 1917) 
to be about 7000 barrels, while he estimates the total 
output at somewhat less than 10,000 barrels.* Even 
with Kentucky oil now selling at $2.20 per barrel, the 
returns from an ad valorem tax of 1 per cent will be 
modest. It has to be remembered, however, that the 
development of this natural resource is only in its 
initial stages, and in future years it may come to yield 
abundant returns. 

The license taxes which have been mainly relied upon 
to produce immediate returns are certain excise taxes on 
distilled spirits ‘ and fermented liquors,’ and a per diem 
license tax on race track meets. Under the existing 
abnormal conditions, the tax on distilled spirits amount- 
ing to 2 cents per gallon could be counted upon to yield 
between $600,000 and $700,000; while the tax of 10 
cents per barrel on beer would bring in about $100,000. 


1 An additional one-half per cent may be levied by the counties. 


2 United States Geological Survey. 

* Letter, state geologist in resp to inquiry. The coal output of Kentucky 
quadrupled during the fifteen-year period (1900-15), rising from 5,300,000 tons to 
21,300,000 tons. A bill making provision for a tonnage tax on coal mined was bitterly 
opposed during the late special legislative session, and finally failed of passage. No 
doubt similar proposals will be introduced at the next session. 

« Acts, Extraordinary Session, 1917, chap. 5. On the basis of the number of gallons 
of distilled spirits manufactured during the fiscal year, 1916, namely 33,254,000 
gallons, the new excise tax would produce $665,080. Toshow the instability of the tax 
from the point of view of revenue it may be said that it would have brought in only 
$278,820 in 1915. Report of the Commissioner of Internal Revenue, 1916. 


5 Acts, Extraordinary Session, 1917, chap. 6. 
* Ibid., chap. 3. 
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The tax on race tracks was expected to amount to 
$50,000. 

It is obvious that permanent reliance can never be 
placed upon revenues derived from taxes levied upon the 
brewing and distilling interests. The sharp increases 
that are likely to be incorporated into the impending 
federal tax bill will greatly curtail the output of distilled 
spirits, if indeed, the rates are not so heavy as to destroy 
the industry. In any case, the yield is highly uncertain, 
and whether in time of war or of peace is likely any day 
to be swept away by national or state-wide prohibition 
measures.! The same criticism holds of the per diem tax 
on race track meets. Opposition to this form of legal- 
ized gambling grows in intensity, and its eventual 
abolition is certain. Any forward-looking policy must 
therefore make provision for finding substitutes for 
these unstable revenues which ultimately — perhaps 
even immediately — will be withdrawn. 


PROPOSAL FOR A GENERAL CORPORATION TAX 


One obvious (and in the writer’s opinion, logical and 
desirable) method of increasing tax receipts would be 
an expansion of the present franchise taxes into a 
system of general corporation taxation.2 It may be 
objected that, for purposes of corporate taxation, a dis- 
tinction ought to be made between public service com- 
panies and other corporations. Against this opinion 


1 Written in June, 1917. 

2 It must be confessed that, in all likelihood, there is no legal authorization for levy- 
ing a corporation tax of the sort proposed, without further constitutional amendment. 
As § 172 of the Constitution (unrepealed) provides that all property shall be assessed at 
its fair cash value, there is no reason to suppose that classification has made it poasible 
to levy taxes on other than an ad valorem basis. A constitutional amendment is not 
excessively difficult of passage, however, as it only requires a three-fifths vote of each 
house to enable an amendment to be submitted to a popular vote, and a majority of 
all votes cast for and against it, is sufficient to carry it. In any case, if constitutional 
obstacles could not be overcome, it would at least be possible to translate corporate 
incomes into expressions of capital value, as is done under the existing franchise taxes. 

















THE REVENUE SYSTEM OF KENTUCKY 189 


the writer would register a strong dissent. The income 
of the public service company ought to be controlled by 
regulatory laws, and then taxed, if at all, at ordinary 
rates. It is a poor policy that permits a public service 
corporation to secure excess income from the general 
public, which is to be taken away subsequently by the 
government, to the disburdening of the taxpayers alone. 
On the other hand, the time has not yet arrived when 
the users of public utilities can regard their interests as 
so identified with that of the whole body of taxpayers 
that rates can be reduced to a minimum consistent with 
adequate profits and the payment of no taxes. 

As Kentucky has now a diversified system of license 
taxes levied on businesses, occupations, and the like, it 
would be a move in the right direction gradually to 
supersede these haphazard payments by a unified sys- 
tem of taxes covering incorporated businesses in the 
first place, and in course of time, unincorporated under- 
takings as well. This might also, become a point of 
departure from which a comprehensive scheme of 
income taxation could be gradually evolved.. At pres- 
ent, public opinion would scarcely sanction a state- 
wide income tax on individuals, and indeed it is doubtful 
if it would produce revenue enough to justify attempts 
at collection. 

Such a proposal may seem peculiarly inopportune 
at a time when the federal government is preparing to 
draw heavily upon the selfsame source. A similar 
objection, however, will lie against almost any sort of tax 
increase that a state government may devise at the 
present time. For the period of the war, problems of 
state finance are certain to be highly vexing. It can at 
least be urged in answer that the contemplated federal 
increases are emergency advances, and it is to be hoped 
that, when peace is restored, rates will be reduced to 
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normal. In any case, the fact remains that state needs 
have to be met, however heavy the federal impositions, 
and the cost must be defrayed out of current income, 
whether by direct taxation or by more insidious methods. 
So far as Kentucky is concerned, a tax of 4 per cent or 
even 6 per cent on corporate net incomes might well be 
welcomed, if it were coincident with exemption from 
taxes on intangible holdings such as accounts, bonds, 
and the like. The proposed tax would actually bring 
relief to the public service corporations, save in those 
cases where franchises have been egregiously under- 
valued. To take a hypothetical case: Company X, 
located in Louisville has a capital value of $550,000, of 
which $300,000 represents tangible property. The 
income of the company amounts to $38,500 (7 per 
cent). Under the existing law it would be taxed on its 
franchise, valued at $250,000, as follows: (1) 55 cents 
per $100 (state); (2) 29 cents per $100 (Jefferson 
County); (3) $1.85 per $100 (Louisville); a total of 
$2.69 per $100 or $6725. Similarly a tax of $2.69 would 
be levied on the $300,000 of tangible property, which 
would amount to $8070. The corporation would there- 
fore pay $14,795 in taxes to the state and municipalities 
concerned. If a tax of 4 per cent on net incomes were 
substituted in place of the franchise taxes, it would pay 
$1540 instead of $6725, and possibly reductions in state 
and local general property tax rates would also decrease 
the amount due from the tax on tangible property. 
Provision for a general corporation tax was embodied 
in a bill proposed by the Tax Commission of 1912-14, 
which was not, however, recommended for immediate 
passage.' This bill merely contemplated an extension of 
the present method of franchise taxation to other than 


1 Report, Special Tax Commission, 1912-14, p.156, Subdiv. III, Art. III of a Pro- 
posed Act Relating to Revenue and Taxation. 
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public service companies. As before, local taxing units 
were to be permitted to impose additional taxes upon 
the ‘ intangible property ” which was the basis of as- 
sessment. But if a general corporation tax should ever 
be levied, it would seem desirable to metamorphose the 
tax on capital value into a tax on net incomes, collected 
by the state, only tangible corporate property remaining 
subject to local impositions.! Such a tax, amounting to 
4, 5, or 6 per cent of income should be imposed upon all 
net returns, irrespective of whether they might be dis- 
tributed as dividends on stock or as interest on bonded 
indebtedness. 

On the basis of official statistics and of information 
obtained from reports filed in the office of the state 
auditor, an attempt has been made to ascertain the 
capital value and the probable income of corporations 
doing business in Kentucky, with a view to determining 
how much revenue a general corporation tax could 
reasonably be expected to produce. The capital value 
of the miscellaneous public service companies (i. e., all 
except railroads and interurban street railways) sub- 
ject to franchise taxes can be computed with some 
approach to accuracy on the basis of the returns made 
by these companies to the auditor’s office. The capital 
value of these companies (June 30, 1915) was returned 
at approximately $34,000,000.2 This result was ob- 


1 Seligman, Essays in Taxation, p. 274, says: ‘‘ At present in the United States, 
apart from the situation in Wi in, no attempt is made to tax simultaneously both 
corporate property and corporate income. The nearest approach to the practice is the 
system in some states like Maryland, Pennsylvania, and New York of taxing the capital 
stock and also the gross receipts of certain corporations.” 

If, however, the corporation tax is regarded as a tax on the privilege of doing busi- 
ness as a corporation, there can be no technical objection to this procedure. 

The exemption of all but tangible property from local taxation would not cover 
unincorporated businesses, which would be taxed at the 40 cent rate on their bonds, 
notes, accounts, etc. Hence the advantage of exemption from the corporation income 
tax would very properly be minimized. 

2 These statistics have been computed from the franchise tax returns (miscellaneous 
corporations) filed in the auditor's office. A similar compilation for 1912 is published 
in the Report of the Special Tax Commission, 1912-14. 
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tained by capitalizing net income at 6 per cent and then 
taking 80 per cent of the total. Assessments, therefore, 
on a 100 per cent basis would amount to $42,500,000. 
The capital value of the railroad property in Ken- 
tucky is highly problematical. Since the franchise 
values of the most important systems are now in litiga- 
tion, estimates can only be tentative. The assessed 
franchise values of the railroads for 1914 ! (inclusive of 
interurban electric railways and of the Louisville Rail- 
way Company) amounted to $113,647,000 of which 
$43,563,000 represented amounts in litigation. The as- 
sessment of tangible property by the Railroad Commis- 
sion was placed at $71,000,000. The total capital value, 
for purposes of taxation, was therefore $184,647,000. 
Estimates of the amount of capital controlled by 
other than public service corporations are more difficult 
of ascertainment. The license tax records on file in the 
auditor’s office have been utilized to secure information. 
The law states that: ‘‘ Domestic and foreign corpora- 
tions shall pay an annual license tax of 30 cents on each 
$1000 of that part of their authorized capital stock rep- 
resented by property owned and business transacted in 
this state, which shall be ascertained by finding the 
proportion that the property owned and business trans- 
acted in this state bears to the aggregate amount of 
property owned and business transacted in and out of 
this state.? Corporations doing an interstate business 
may, however, elect to pay upon their entire authorized 


1 The statistics for 1914 are taken because the Board of Valuation is a year 
behind in its work of assessment. Statistics secured August, 1916. 

® For the purpose of computing the amount of the tax, only authorized capital is 
considered. In one case, for example, 2 company with an authorized capital stock of 
$75,000, of which $60,000 had been issued, reported as follows: gross income, $9,116.83; 
gross income (Ky.), $4,345.44; value tangible property, $60,000; value in Kentucky, 
$14,723. The total gross earnings were added to the total value of the tangible property; 
likewise gross earnings in Kentucky were added to the value of the tangible property in 
Kentucky. The latter sum was found to be 27 per cent of the former, and 27 per cent 
of $75,000 or $20,250 was then given as the value of the capital stock for purposes of 
taxation in Kentucky. 
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capital stock, instead of reporting the details necessary 
for securing exemptions. Frequently foreign companies 
prefer to do this and domestic business corporations 
generally pay on their entire authorized capitalization, 
with the exception of a few that do considerable business 
outside the state. Hence the basis of assessment for 
domestic corporations closely approximates their total 
authorized capitals.! 

An examination of over 4200 license tax returns indi- 
cates that domestic corporations (other than public 
service, banking and trust companies) have an author- 
ized capital stock of over $200,000,000.2 Foreign com- 
panies return about $96,000,000 of authorized capital 
as taxable within the state (nearly one-third of this 
amount representing American Tobacco Company 
stock). The bond issues of the companies concerned 
are, however, excluded from this computation. The 
classified returns of corporations subject to the federal 


1 Companies paying franchise taxes do not have to pay license taxes. But a holding 
company, such as the Louisville Traction Co., a New Jersey corporation, pays a license 
tax, altho the underlying company, whose stocks are the sole property of the New Jersey 
corporation, pays a fanchise tax. However, as the company owns no property in other 
states, stockholders are exempt from taxes on their shares. This is an unusual case; in 
general there is no duplication of this sort. A deduction has been made from the cal- 
culations of total authorized capital of ‘ other corporations "’ of $15,500,000, to avoid 
including the capital of the Louisville Railway Co. twice, as it is listed among the rail- 
road assessments. 

The Central Home and Telephone Co. (Del.), also pays a license tax on a capital 
stock of $2,000,000, as a foreign holding company. 

§ 4085 (Ky. Statutes), as construed by the state courts, provides that when a cor- 
poration owns property in the state and uses it bona fide in its business, be it ever so 
insignificant a part of the whole property, payment of taxes thereon by the corporation 
exempts the stockholder from taxation of his shares. But this does not exempt the 
stockholder of a foreign holding company, which owns the stock of corporations owning 
property in the state and paying taxes thereon. Cf. Commonwealth v. Meier, 186 
8. W. 194. 

2 A limited number of foreign corporations, engaged in or about to engage in the 
exploitation of coal and oil properties, have all their holdings located within the state , 

3 $204,980,000 capital stock of domestic companies as estimated 

96,285,900 “ “« a“ foreign “ « « 
Compiled from an examination of returns made to the auditor. There are, no doubt, 
inaccuracies, as no official compilations are available; but the totals are believed to be 
substantially correct. Statistics might have been obtained by capitalizing the tax 
returns on the basis of the license tax rate, were it not for that provision of the law 
requiring a minimum payment of $10.00. 
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income tax, given in the Report of the United States 
Commissioner of Internal Revenue for 1914, indicate 
that companies included in the groups subject to license 
taxation have a bonded debt amounting to about 40 per 
cent of their capital stock. Accepting this proportion, 
total capitalization would amount to $420,000,000. It 
is questionable whether it is safe to assume that author- 
ized capitalization even approximates the value of these 
businesses as going concerns. But in the absence of any 
other reliable estimates, it may be taken as an imperfect 
measure of actual value. The greater number of returns 
are for companies of small capitals. Of the records for 
more than 3500 domestic corporations over 2900 repre- 
sent companies with a capitalization of $50,000 or less.! 
In the majority of cases, there is probably little incen- 
tive to overcapitalize and any such overcapitalized 
concerns would be likely to be more than offset by the 
undercapitalized ones. Corroborative evidence is af- 
forded by the statistics published in the Report of the 
Commissioner of Internal Revenue, previously cited. 
The net taxable income is over 9 per cent of the 
capital stock of companies composing the groups that 
would be subject to license taxes. 

To resume, it is estimated on the basis of the scanty 
official statistics available, that the public service com- 
panies control approximately $227,000,000 of capital; 
banks and trust companies $56,500,000; and all other 
corporations $420,000,000 — a total slightly in excess of 
$700,000,000, and equal to the amount which according 
to Professor Plehn would be necessary to effect a segre- 
gation of state and local sources of revenue. If the 





3 The companies having large capitals are preponderantly representative of the dis- 
tilling and tobacco manufacturing interests. However, a number of companies, both 
foreign and domestic, with large authorized capitals, control coal and oil lands. Many 
of these are obviously capitalized on expectations of profits to come, as the exploitation 
of the mineral of eastern Kentucky is only in its initial stages. 
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average income of these companies be assumed to be 
only 6 per cent, the net income available for taxation 
under a general corporation tax would be $42,000,000. 

An attempt has been made to check these computa- 
tions by comparisons with the returns secured by the 
federal government. The value of such comparisons is, 
however, vitiated by the fact that the federal returns 
are allocated to the state in which the principal place of 
business of the corporation is situated, irrespective of 
the amount of business done there.? Returns are 
classified by groups in the Report of the Commissioner 
for 1914; namely: 


I. Financial and Commercial Corporations. 
II. Public Service Corporations. 
III. Industrial and Manufacturing Corporations. 
IV. Mercantile Corporations. 
V. Miscellaneous Corporations. 


Unfortunately, attempts at classification have since 
been discontinued. At the end of June, 1915, the federal 
returns from Kentucky corporations taxed on net in- 
comes (exclusive of interest) amounted to $343,000, 
representing a taxable income of $34,300,000. In 1916 
returns amounted to $411,000 on incomes of $41,100,- 
000. The computed total income of $42,000,000, in- 
cluding as it does interest on the bonded debt, is, 
therefore, considerably below the amount that could 
probably be discovered for taxation under an only 
fairly energetic administration of an income tax law. 
Discrepancies between the estimated capital values 
previously given, and the par value of outstanding stock 
1 This estimate of average profits is no doubt overmodest. Six per cent has been 
used, because it is the rate which was selected by the State Board of Valuation for 
computing capital values on the basis of income returns. At present the board is using 


a 7 per cent basis. 
2 Letter from office of Commissioner of Internal Revenue in response to inquiry 
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and bond issues are greatest in the case of public service 
companies. The total capitalization of this group of 
corporations, on the basis of the arbitrary 6 per cent 
rate of capitalization, amounted to $227,000,000 for 
purposes of state taxation, whereas the federal returns 
show capital stock of $196,300,000 and a bonded debt of 
$246,900,000, a total of $443,200,000.: The statistics 
for financial and commercial institutions are not 
entirely comparable but differences are inconsiderable. 
The estimated total capitalization of all other corpora- 
tions, $420,000,000, is almost $90,000,000 in excess of 
the totals given in the Report of the Commissioner, but 
differences in methods of allocating returns largely ex- 
plain the lack of correspondence. However, the net prof- 
its of the last named corporations subject to the federal 
income tax amounted to $22,907,335, in 1914 a sum ex- 
ceeding 9 per cent of the capital stock; whereas the 
returns computed by the writer on a 6 per cent basis for 
both stock and bonds only amount to $25,200,000. In 
any event, the estimates err on the side of conservative- 
ness, and a tax of 6 per cent levied on net incomes of all 
corporate businesses in Kentucky, could with a fair 
degree of certainty be counted upon to yield $2,500,000. 


Effect Upon Municipalities of Proposed Changes 


If the proposed extension of corporate taxation should 
ever become a reality, to what extent could the state 
emancipate itself from a too exclusive reliance upon the 
general property tax ? How seriously would the rev- 
enues of municipal taxing units be affected, if the state 
should retain for itself the proceeds of such a corpora- 
tion tax, in addition to the returns from the classes of 
property already reserved for exclusive state taxation ? 
Where, for example, could Jefferson County and the 

1 Report of C: issi of Internal Revenue, 1914, p. 101. 
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city of Louisville find substitutes for the local taxes now 
levied on franchises, bank shares, and the like ? 

An attempt has been made to answer these questions, 
altho it is frankly conceded that the computations are 
based upon assumptions which may not consort with 
facts. But they serve at least to illustrate some of the 
methods that may be employed to test the practica- 
bility of tax reform proposals. Furthermore it is 
believed that the estimates are sufficiently within the 
limits of probability to demonstrate one important 
point: namely, that any measures designed to reduce 
state dependence upon the general property tax will 
burden the larger towns and cities to the relief of the 
rural districts. Within reasonable limits this is as it 
should be. In view of the backward and impoverished 
condition of many counties of Kentucky, additional 
state revenues ought to be taken from the wealthier 
sections for the benefit of all the people; hence another 
strong argument in favor of a general corporation tax. 

It may be provisionally estimated that the limitation 
of the tax on intangible personalty to 40 cents per $100 
will mean a gain of about $540,000 to the state assum- 
ing that the amount of intangible personalty assessed 
will be trebled. The additional revenue from the cor- 
poration taxes, assuming they would yield $2,500,000, 
would amount to $1,714,000, a total of $2,250,000 in 
round numbers, a sum far from sufficient to replace the 
amounts at present received from the general property 
tax.! If the 40 cent rate on intangible personalty were 
maintained unaltered, it would at least be possible to 
reduce somewhat the state rate on tangible personalty 
and realty. Assuming that no larger returns are ex- 
pected than are now obtained from the assessments of 

1 A deduction of $786,000 has been made to allow for the returns received from the 


existing franchise and corporation license taxes, taxes on banks and trust companies, 
and domestic life insurance companies. (Report, Auditor, 1914-15.) 
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realty and tangible personalty (exclusive of franchise 
and bank taxes), the rate could be reduced to 30 cents. 
If stationary revenues from this source should not 
suffice, an additional $700,000, or a sum about equal to 
the present annual deficit, could be secured by imposing 
a rate of 38 cents. 

On the basis of these assumptions, the loss to Louis- 
ville would be considerable — a loss that would not be 
counterbalanced by the reduction in the state rate. 
The city controls a percentually large amount of prop- 
erty of the above classes, and the gain to the state 
through its reservation would be spread over the entire 
commonwealth for the benefit of communities that 
would otherwise scarcely be affected by the change. At 
the existing city rate of $1.85 per $100, a relinquish- 
ment of franchise and bank taxes would necessitate 
finding substitute revenues to the amount of $460,000 
or thereabouts. Such a loss, together with the reduction 
due to the withdrawals already suffered, previously 
estimated to amount to $370,000, would involve a total 
sum of about $830,000. On the other hand, a reduction 
of the state rate to 30 cents or 38 cents as the case might 
be, would enable local rates to be increased 25 cents and 
17 cents respectively without causing an increase in the 
total rates for state and city. On a reduced tax basis of 
$165,000,000' the additional revenues would amount to 
$412,500 or $280,500. 


1 Cf. Comptroller's Report, 1915. If franchises as well as intangible personalty, 
raw materials, machinery, etc., were withdrawn from local taxation, the assessment 
base would be reduced to 

$21,140,000 assessed value personalty 
61,350,000 ° “ land 
73,000,000 6 * improvements 
9,500,000 - “railroad tangible property 





$164,990,000 “ “ property that would remain 
subject to city rate $1.85 per $100. 
.0025 X 165,000,000 = $412,500; 
.0017 X165,000,000 = $280,500. 
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But Jefferson County has still to be considered. How 
would its receipts be affected, and to what extent would 
its taxpayers be further burdened by the changes pro- 
posed ? Total returns by the sheriff to the county 
treasurer amounted in 1914-15 to $732,870; but the 
amount collected was considerably in excess of the 
above sum, which is a net return, exclusive of the 
sheriff’s commissions on collections. Allowance being 
made for these commissions, it is estimated that the 
withdrawal of the franchise and bank taxes, added to 
withdrawals under the recent state legislation, would 
force the county rate to be raised to 38 cents. For 
residents outside Louisville, much more than adequate 
compensation would be secured by the reduction in the 
state rate. For Louisville, the 9 cent increase would 
offset in part the relief gained by the reduction in the 
state rate. 

To recapitulate: the loss to Louisville from the with- 
drawal of the tax on intangible personalty, machinery, 
raw materials, etc., would be $370,000; the loss from 
franchise and bank taxes, $460,000. The rise in the 
county rate would necessitate raising additional 
county taxes within the city to the amount of about 
$150,000,' a total of about $980,000. On the other 
hand, the reduction of the state rate to 30 cents or 38 
cents would offset this increase to the amount of $412,- 
500, and $280,500 respectively, leaving a net of loss of 
$567,500 or $699,500. As the total income from the 
general property tax only amounted to $3,451,700 


1 The local county assessments for the city districts amounted (1915) to $157,974,- 
000 (exclusive of classes of property hereafter exempt from local taxation). These 
assessments are also exclusive of franchise and bank assessments. If to this be added 
the value of railroad tangible property certified at $9,500,000, a total assessment base of 
$167,474,000 is obtained. (No data for computing assessable value of distilled spirits 
within city limits.) The city assessor’s office uses a somewhat lower assessment base 
for the above properties. For purposes of the county tax, the county valuation would 
of course hold. 

.0009 X 167,474,000 = $150,726.60. 
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(1914-15), an attempt to secure this additional sum by 
direct taxation would raise the already high rate on 
realty and tangible personalty to a rather forbidding 
figure. 

The obvious remedy for this situation would be the 
redistribution to Louisville and other municipalities, 
deprived of their customary revenues, of some part of 
the proceeds of the corporation taxes. If two-thirds of 
the returns from private business corporations were 
reapportioned, the state might lose roughly 40 per cent 
of its income from the general corporation tax, or about 
$1,000,000. Presumably, a large proportion of this 
total sum would go to Louisville, if distribution were 
to be made on the basis of the location of the property. 
According to the census of 1910, Louisville is credited 
with $101,000,000 of manufactured products out of a 
total of $223,700,000 (or 45 per cent of the total). If 
only 40 per cent of the tax on private business were 
returned to Louisville, it would receive $400,000. After 
all adjustments, following from the consequently higher 
state rate, had been made, the net additional burden 
would approximate $480,000.! It might be met in part 


1 The computations given above are based on the assumption that the 40 cent tax 
on intangible personalty alone would yield $1,000,000, and that the proposed corpora- 
tion income tax would amount to $2,500,000, of which $1,000,000 would be returned to 
the localities. Under these conditions what is the tax rate which will produce the 
amount of revenue obtained from the existing general property tax at a rate of 55 cents 
in addition to replacing the omitted corporation license taxes, and covering a possible 
deficit of $700,000 ? $985,141,000 (assessment base for 1915 exclusive of franchise and 
bank share valuations); $902,141,000 (ibid., with a further deduction of the assessed 
value of intangible personalty); $667,000 (returns from franchise and bank taxes; 
ef. Auditor's report, 1914-15); $119,000 (returns from corporation license tax). 


$985,141,000 X .0055 +$667,000 +$119,000 +$700,000 = 902,141,000x +$1,000,- 
000 +-$2,500,000 — 1,000,000; x = .00488 (.0049). 


The assessment base for the general property tax exclusive of franchise and bank share 
valuations can be stated with a fair degree of accuracy. The assessment base for intan- 
gible personalty is likewise obtainable (the actual returns from this source are not 
available, as they are not listed separately). The assessment base for franchise and 
bank taxes, however, can only be estimated with considerable allowance for error. 
Therefore in the above computations as well as in similar preceding ones, the net returns 
reported by the auditor from these tax levies have been utilized in place of estimates 
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simply by increasing the assessed values of realty in 
certain districts which are now especially favored; but 
in the end a rise in the general property rate would seem 
to be inevitable. In any case, however faulty the above 
estimates, it is believed that they suffice to show that 
the deficit would be small enough to be handled with 
relative ease. 

If a plan of taxation similar to the one outlined, 
should be adopted, it would have the merit of achieving 
at least a step in the direction of a comprehensive form 
of income tax. It would immediately provide additional 
funds from new taxes, while securing elasticity through 
the retention of the general property tax. In the cor- 
poration taxes, the state would control a source of 
revenue that would grow with an increase in economic 
prosperity, and as has been shown, the losses sustained 
by the municipalities could be mitigated by a judicious 
redistribution of part of the taxes collected. 

Kentucky might well follow the admirable example 
set by Connecticut and West Virginia in relying upon 
returns made to the federal government for securing 
information upon which to base assessments of corporate 
incomes. It would be unfortunate to establish an inde- 
pendent system of income taxation, as in Wisconsin, or 
a hybrid form of income tax, as in Massachusetts, with- 
out an attempt at the codrdination of state and federal 
systems. It is much to be hoped that eventually all 
particularistic forms of income taxation will give place 
to supertaxes levied by the states as percentages of the 
rates imposed by the federal government. Altho this is 
@ consummation to be wished for, it will necessitate 


of the total amounts due. The error in the final result is slight, and, in any case, 
unavoidable. 

On a city assessment base of $165,000,000 (reduced by withdrawals), a 6 cent addi- 
tion to local rates, counterbalancing the reduction in the state rate, would yield $99,900 
(approximately $100,000). This sum, together with $400,000 to be returned from the 
proceeds of the corporation tax, would reduce the loss to Louisville from $980,000 to 
about $480,000. 














some definition of the limits of state taxation of in- 
comes. Otherwise, the federal government may in the 
future find a normally elastic source of revenue so 
heavily burdened with state taxes as seriously to 
hamper its own activities. 
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III. Conciusion 


The inequalities and injustices arising from an imper- 
fect tax system may be great and glaring, but they are 
of lesser weight than the evils of unscientific methods 
of appropriation and careless distribution of revenue. 
Yet the state must and should look forward to a rapid 
increase in budgetary requirements, not only because 
of a general increase in governmental expenses but 
through an enlargement of its sphere of activity and an 
assumption of lines of work previously delegated to the 
municipal authorities. 

It must be confessed that an advocate of centraliza- 
tion is likely to be appalled by the knowledge that Ken- 
tucky already spends nearly 50 per cent of its annual 
receipts in subsidizing the public schools of the state. 
Indeed, but for these heavy payments, the question of 
revenue reform might not be vexing the people at the 
present moment. Given the low standard of instruction 
and the high percentage of illiteracy, the plea for more 
centralization may seem ill-advised. But the poor 
results are in all likelihood due to the imperfect cen- 
tralization of the educational system of the state and 
to unwise methods of subsidy distribution. They are 
not necessarily illustrative of the folly of state aid. 

The superintendent of public instruction in his 
Biennial Report for 1914-15 makes an able plea for a 
change in the methods of distributing the state fund.' 
At present apportionment is on a per capita basis. A 


1 Kentucky School Report, 1914-15, p. xxxvii. 
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county, no matter how backward, no matter how lax in 
enforcing the compulsory attendance law, gets its quota 
of the school fund, computed according to the number of 
children of school age within its limits. In practice, 
distribution is automatic, as very little effective pres- 
sure can be brought to bear upon the county super- 
intendents, elective officials, who merely pass a pro forma 
qualifying examination. 

Subsidies should only be given to those localities that 
are willing to maintain standards of efficiency set up by 
the state authorities. Disbursements on the basis of 
amounts raised and expended locally for schools would 
prevent less public spirited communities from throwing 
the burden of school maintenance too largely upon the 
state. But on the other hand it would prevent the state 
from granting needed assistance to the very poor sec- 
tions. No automatic method of distribution can ever be 
devised that will be entirely satisfactory. Until Ken- 
tucky and other states can secure executive heads whose 
judgment and good faith can be relied upon to distribute 
funds wherever needed with a minimum of demoraliza- 
tion to the recipients, such funds will continue to be 
more or less ineffectively apportioned. The unattain- 
able ideal would be to have all school levies paid into a 
general fund to be distributed on the basis of numbers 
needing instruction. It is intolerable that the poverty 
or affluence of a restricted district should affect the 
character of the instruction offered to the children who 
happen to have either the good luck or the ill fortune to 
live there. Of course, the same thing holds true for the 
country at large. But it is a far cry from the exclu- 
sive county, district, or city school system to the 
nationalization of educational facilities. 

In another field, heretofore left entirely to county 
supervision, the state is now recognizing its obligations. 
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The wretched roads, sometimes the lack of roads, have 
made large parts of the state difficult of access. Un- 
doubtedly the development of Kentucky’s natural 
resources has been retarded in consequence, and the 
farmer has had a part of his legitimate profits absorbed 
by transportation costs. A state department of roads 
was organized in 1914 and a fund for road building 
secured through the passage of a law providing for a 
special road tax of 5 cents per $100. The law fortu- 
nately does not make the mistake of granting indiscrimi- 
nate subsidies, as the department may refuse aid to 
counties whose road plans seem ill-advised or inade- 
quate. Apportionment is based on the amount of local 
expenditures, with the provision that no county is to 
receive more than 2 per cent of the total sum disbursed 
annually. The law further empowers the counties to 
vote bond issues for road improvement, one-half the 
cost to be assumed by the state. Several counties have 
already taken advantage of this law. This method of 
subsidization gives most to the counties that have the 
largest budget, Jefferson County, for example, receiving 
one of the most substantial appropriations. Moreover, 
it puts a heavy emphasis upon the county as a unit for 
road-building purposes. The intent is to encourage the 
upbuilding of a system of roads that will connect the 
one hundred and twenty county seats of the common- 
wealth. It would, of course, be much better to build 
highways without reference to county seats and endless 
county lines. However, the educational value of making 
state aid contingent upon compliance with certain 
standards of excellence is of more value than the 
financial assistance rendered. 

Other examples of the extension of the formerly 
limited functions of state administration need only be 
mentioned. There has been a rapid increase in the 
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number of state supervisory offices and departments, 
such, for instance, as the office of Bank Commissioner; 
the Insurance Board; the Compensation Board (to 
administer the new workmen’s compensation law); the 
Board of Control which supervises the management 
and controls the expenditures of the three state insane 
asylums and the Institute for the Feeble-minded. And 
now a Board of Tax Commissioners has been added to 
the rapidly lengthening list. 

Any change in the direction of greater state cen- 
tralization aids the movement toward greater uniform- 
ity in governmental activities. Tax reforms within a 
state ought to be of a character to strengthen the cen- 
tral administrative authority and to increase the super- 
visory functions of state officials. And these reforms 
ought to be directed toward greater uniformity among 
the states, to the end of reaching nation-wide uniform- 
ity. Nosingle instrument is a more potent means to the 
attainment of this end than the taxing power. It must 
be conceded, however, that any move in the direction of 
greater centralization of power is necessarily dangerous 
so long as numerous elective officials are depended upon 
to administer the tax laws, and so long as appointive 
positions, important and petty, remain party spoils. 
No system, however admirable in theory, will ever 
meet the needs of Kentucky or any other state until its 
citizens have developed an effective sentiment in favor 
of civil service reform. 

Anna YOUNGMAN. 
WELLESLEY COLLEGE. 
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